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A Panel of Experts on Year-End 
Tax Planning 


Introduction 


Mark E. Richardson: It is witha 
great deal of regret that I must an- 
nounce the inability of your Chairman, 
Mr. J. K. Lasser, to handle this meet- 
ing this evening.* Because of the post- 
ponement of the meeting and the 
conflict which has arisen with other 
plans, he is unable to be with us. 

It is, however, with great pleasure 
that I welcome you to this meeting’ in 
his stead because I will have the honor 
of presenting to you a panel of out- 
standing tax authorities who will ad- 


dress you on various subjects of im- 
mediate tax interest. 

Each member of the panel: has pre- 
pared for you a short discussion on 
some aspect of taxation about which he 
is well qualified to speak and about 
which he will have certain suggestions 
to make for consideration before the 
year-end. 

Sincere efforts have been made to 
eliminate theoretical, impractical prob- 
lems and to consider this evening those 
matters about which the advice you will 
be given can be put to practical use. 


Security Transactions 


Benjamin Grund: To begin with, 
in security transactions we should know 
when they must be consummated 1 
order to be effective in 1947, 

Where losses are involved, a sale can 
be made at any time, right through 
December 3ist. That is also true in the 
case of gains of an accrual-basis tax- 
payer. On the other hand, in the case 
of gains of a cash-basis taxpayer, de- 
livery must be made by December 31st. 
And, in view of the three-day Stock 
Exchange rule, that means the sale 
must be made by Saturday, December 
27th, in order to clear by Wednesday, 
December 31st. 

One thing should be noted, in con- 
nection with these sale dates and de- 
livery dates, and that is they do not 
control where the capital gain holding 


period is involved. The six-month pe- 
riod extends from date of purchase to 
date of sale, independent of delivery 
dates. The period runs from the trade 
date rather than from the delivery date. 
And so you can have a capital gain 
governed by a trade date in 1947 and 
a delivery date in 1948. 

Wherever you have a “wash sale” 
situation (and that has been broadened, 
somewhat, by the Supreme Court de- 
cision in the 1/clVilliams case), some 
extra care has to be observed. There 
was a time when it was believed that 
a husband could sell securities at a loss 
one day, and his wife could buy back 
possibly two or three weeks later with 
independent funds without affecting the 
deductibility of the loss because he was 
not selling to her. What the answer is 


* November 17, 1947, at the Waldorf-Astoria Hotel. 
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today is uncertain in view of the Mc- 
Williams case. To avoid controversy, 
where the husband sells, the wife or 
other family member should stay out of 
that particular security for a full thirty 
days before or after the sale. This has 
the effect of narrowing the field of pos- 
sible losses. 

On the other hand, we have a broad- 
ening of the range of losses wherever 
a partnership is involved. In the [Vhit- 
ney case—Whitney being a partner of 
J. P. Morgan & Company—the part- 
nership sold securities to J. P. Morgan 
& Co. Inc., its successor in its business 
activities. The Commissioner disal- 
lowed the loss under Section 24 (b) 
of the Internal Revenue Code. The 
Tax Court held otherwise and the losses 
were allowed, strictly construing the 
provisions of Section 24 (b). There 
has been no indication, as yet, whether 
the Treasury Department will accept 
the decision. 

It should be noted, while we are 
talking of “wash sales”, that they are 
not applicable to traders where , the 
trader is a partnership or an individual ; 
nor to dealers where the dealer is a 
corporation, a partnership or an indi- 
vidual. Nor are the wash sales provi- 
sions applicable to capital gains. You 
can sell securities and buy them back 
again. Of course it is important that 
the old securities be delivered and dif- 
ferent securities be purchased, even 
though the same class of stock or issue 


of bonds of the same company is . 


involved. 

Now, one of the things that we read 
about a good deal and occasionally see 
done is the deferral of security profits 
either through sales “against the box”, 
through short sales or through the 
medium of puts. Such transactions 
have as their purpose either the realiza- 
tion of a long-term gain, or delaying it 
from one year to another. It may be 
important in such matters to observe 
that the substance measures up to and 
is not inconsistent with the form of the 
transactions. 

Now, in considering sales as between 
1947 and 1948, it should be recognized 


that a wife, next year, may be in a 
position of sharing her husband's in- 
come. And, so in estimating the income 
and deductions of a husband and wife, 
we should try to look ahead and say. 
“Well, suppose this loss of my wife's, 
instead of being taken this year, wer: 
taken next vear; what would happen: 
I may have to consider in 1948 half of 
that loss or gain of my wife's. Instead 
of being deferred into next vear, it 
should have been anticipated and in- 
cluded in 1947. In that way, I would 
not have to report half of my wife's 
income if, as many seem to think hus- 
band and wife income will be aggregated 
and divided by two so as to eliminate 
the discrimination of the community 
property situation next year.” So we 
should “keep a weather on the 
husband-and-wife transactions | from 
that standpoint. That includes the effect 
of carry-over losses; whether to realize 
on them this vear instead of carrying 
them into next year. ‘It is significant 
that the last year for the five-year 
spread of 1942 capital losses runs out 
in 1948. 

Of course we all should know tha: 
individuals can deduct a capital loss up 
to $1,000. That means that if it is 
short-term, the loss to be sustained is 
$1,000; if it is long-term, $2,000 can 
he sustained of which one half or $1,000 
is taken into account. A loss of $1,000 
can result in a tax reduction of more 
than the 25% ordinarily associated with 
such sales. It might save up to 80°. 
And, individuals who happen to have 
short-term gains and are in high brack- 
ets can apply long-term losses against 
such gains by realizing their losses thts 
vear and possibly saving not merely 
25% —but upwards of 40%. 

Investors should also keep in mind 
in connection with 1947 that some of 
the warrants or rights issued in recen* 
vears expire this vear. Ii you owned 
the stock originally, an apportionment 
of part of the cost to the rights or 
warrants is in order. Unless warrants 
acquired by a stockholder by virtue of 
his stock ownership are sold, no loss 
is deductible, since it has been held 
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that the lapse of such warrants does 
not give rise to a deductible loss. 

A word regarding transactions that 
generally run out at the very year-end. 
Interest payments to brokers by tax- 
payers on a cash basis, to be deductible 
in 1947, must be made by December 
31, 1947, unless there have been credits 
during the vear which would absorb 
such interest charges. And, occasion- 


ally we find some very efficient transfer 
agents, to make sure dividend checks 
are received by stockholders by the 
payment date, mail them sufficiently 
early to arrive a day or two ahead of 
the payment date. If the payment date 
is January 2, 1948, then the check, if 
received by December 31, 1947, should 
be deposited next year and not this 
year. 


Charitable Contributions, Medical Expenses, 
Alimony, and Other Payments 


Thomas H. Dendy: It is fairly 
generally accepted that our income 
taxes for next year are going to be 
reduced somewhat as against the 1947 
taxes. To what extent and in what 
manner, is in the “laps of the gods” 
but there seems to be little question 
that there will be some over-all reduc- 
tion. 

I have been asked briefly to review, 
therefore, some of the items which an 
individual taxpayer might pay before 
the end of the year in order to create 
the maximum deductions for 1947. 

This discussion deals solely with 
deductions by cash-basis individual 
taxpayers. Most of the deductions 
which I shall discuss are allowable only 
when actually paid, whether the tax- 
paver be on a cash basis or an accrual 
Nasis. 

The first of the items on my list is 
the deduction of charitable contribu- 
tions. This is one of the items which 
must be paid by individuals whether 
they be cn a cash or accrual basis. 
The first year-end factor to which con- 
sideration must be given is the 15% 
limitation on charitable contributions. 
These contributions, as you know, are 
limited to 15% of the adjusted gross 
income of the taxpayer. A lot of our 
clients are charitable minded; they 
might well like to make contributions 
to the extent of the full 15% limitation 
and where this is the desire of the client 
care must be given in estimating before 
the end of the year adjusted gross 
income. 

Once it is determined that the 15% 
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limitation has not been reached, the 
next decision to be made must be 
whether it is desirable to give cash or 
property to charitable institutions. In 
connection with the possible contribu- 
tion of property, it must not be over- 
looked that the market value of the 
property given constitutes the amount 
of the charitable contribution and that 
any increment in the value of any 
property given does not result in a 
capital gains tax to the taxpayer. For 
example, let us say that you, or your 
client, own stock which cost $20 a share 
and is today worth $100 a share. If 
this stock is given to a charitable insti- 
tution the full deduction of $100 per 
share is allowable and the $80 incre- 
ment in value is not subject to any tax. 

jut aside from stock, there are other 
items, too, which are sometimes over- 
looked, the contribution of which would 
result in a substantial tax savings. For 
example, if you, or your client, own 
valuable paintings, a rare violin, rare 
books, or other items similar in nature, 
these may be given to museums or 
music schools or educational institu- 
tions and the fair market value of such 
property will constitute a proper chari- 
table contribution deduction. I suggest 
that written appraisals be obtained from 
reputable dealers in property of the 
type of which is to be given so that a 
controversy over the amount of the 
deduction will be less likely. 

The next item which I have been 
asked to discuss deals with the deduc- 
tion of medical and dental expenses. 
This is another type of expense which 
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must be paid by the taxpayer whether 
he be on the cash basis or on the accrual 
basis. The Internal Revenue Code de- 
scribes medical and dental expenses as 
those “paid for the diagnosis, cure, 
mitigation, treatment, or prevention of 
disease or for the purpose of affecting 
any structure or function of the body 
(including amounts paid for accident 
and health insurance)’. One type of 
expense includible as medical and den- 
tal expenses is that incurred for travel 
in connection with the treatment of, or 
necessitated by, illness. The Code does 
not specifically mention this type of 
expense but the Regulations say that 
traveling expenses primarily for, and 
essential to, the rendition of medical 
services or to the prevention or allevia- 
tion of a physical or mental difficulty 
or illness, are deductible. Thus, if you, 
or your client, find it necessary to send 
a spouse or dependent to, let us say, 
the Mayo Clinic or Johns Hopkins 
Hospital or some other place outside 
the city of your residence, traveling 
expenses and expenses in connection 
with the maintenance or housing of the 
person at the destination, together with 
the expenses, if any, of a nurse or 
attendant, constitute a part of medical 
and dental expenses for which deduc- 
tion is. allowable. 

There is a limitation, of course, on 
medical expenses. The total of these 
expenses, not directly compensated for 
by insurance or otherwise, must be 
reduced by an amount equal to 5% of 
the adjusted gross income of the tax- 
payer. Any amount in excess of 5% 
of the adjusted gross income, to the 
extent of $1,250 for taxpayers claiming 
only one exemption or $2,500 for those 
claiming two or more exemptions, is 
allowable as a deduction. 

Therefore, in making a _ vear-end 
review of the income tax situation con- 
sideration should be given to whether 
the maximum limitation has already 
been reached. If it has, any bills or 
anticipated medical or dental expenses 
which may be deferred, should be 
postponed and incurred and paid in 
the succeeding vear. If, however, the 
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limitation of the medical and dental 
expense deduction has not been 
reached, then all bills from doctors, 
dentists, oculists and others should be 
paid and if a bill has not been received 
but the services rendered the taxpayer 
should call the doctor or the dentist or 
other professional, find out how much 
he owes, and send a check immediately. 

Also, if there is anticipated any 
medical or dental expenses in the near 
future, perhaps they should be incurred 
and payment made for the services 
before the end of the year; this, of 
course, only if by so doing the total 
amounts paid will be in excess of the 
5% of the adjusted gross income and 
less than the limitation. 

The next item on my list for dis- 
cussion is the alimony deduction. This 
deduction is allowable only when paid, 
—again, whether the taxpayer be on a 
cash basis or an accrual basis. Because 
alimony must be paid in order to create 
a deduction, it might be possible to 
anticipate the payment during the cur- 
rent year for an amount which might 
be due in January of 1948. It is entirely 
possible that such an arrangement could 
be amicably made between the parties 
involved and the payor of the alimony 
might thus obtain a deduction for, say, 
thirteen monthly payments in 1947 and 
perhaps only eleven or again by anti- 
cipating the January 1949 payment, 
twelve payments in 1948. 

Incidentally, it must be remembered 
that alimony payments are allowable 
only to the obligor. Let us take a 
facetious example and say that the 
young college-boy son marries the 
thrice divorced movie actress and after 
a period of time “‘disillusionment sets 
in”, Let us say further that the father 
or mother of the son suggests to him 
that he obtain a divorce and they will 
settle with the wife. If the father or 
mother do make the settlement by a 
lump sum payment or periodic pay- 
ments and this settlement is not pur- 
suant to a divorce decree but is the 
subject of a separate contract between 
parents and the daughter-in-law, no 
one gets a deduction for the payments 
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made, as alimony, because obviously the 
parents were not obligated to support 
the former daughter-in-law and they 
would not constitute “obligors” under 
the Code. As a matter of fact, if these 
amounts paid are over $3,000 per year 
there would undoubtedly arise the ques- 
tion of a gift tax payable by the parents 
on account of their payments to the 
former daughter-in-law. Of course, if 
the son were an obligor under a divorce 
settlement and the parents made gifts 
to the son with which to make alimony 
payments, the son would have a deduc- 
tion; the question of a gift tax on the 
transfers from the parents to the son 
would remain, however. 

There are other sundry deductions 
included in the list of items which I 
have been asked to discuss on which 
I must speak briefly because of the 
limited time. These items follow: 


Accounting Fees: 

If services have been rendered but 
no bill received it might be well to find 
out from the accountants the amount 
of the bill which they will ultimately 
render, and pay it before the close of 
the taxable year. 


Attorneys’ Fees in Connection with the 
Production of Income or the Main- 
tenance of Income-Producing Prop- 
erty: 

These fees might also be paid for 
services rendered whether a bill has 
been received or not. 


Safe Deposit Box Rental: 

If a bill has been rendered covering, 
say, the period January 15, 1948 to 
January 14, 1949, a deduction may be 
established by paying the bill before 
the end of the current year. 


Management Fees: 

If it is possible to anticipate the 
payment of this type of expense, it 
should be done. 

Custodian Fees: 

The same situation would apply to 
these fees as to management fees dis- 
cussed above. 
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Interest Payments: 

The deduction for interest is allow- 
abie only when the amounts are paid 
and the Internal Revenue Bureau has 
successfully held that payment is not 
made merely by the device of increasing 
a note for the amount of the principal 
then outstanding plus the interest 
accrued up to the date of the renewal. 
Therefore, if there are life insurance 
loans or bank loans outstanding, on 
which there is accrued interest due of, 
say, $100 and you increase your notes 
hy renewing them for the $100 of 
accrued interest, the Treasury Depart- 
ment will disallow such amount. How- 
ever, if you borrow the $100 from a 
friend and pay the interest in cash, 
after which, a week or ten days later, 
you increase your notes, receive the 
additional amount in cash and repay 
vour friend, I cannot see that the 
Treasury .Department can disallow the 
deduction for interest paid. 

Real Estate Taxes: 

This is an expense which, in some 
communities, it is possible to prepay 
and obtain a large deduction in the 
current year, although it may reduce 
the deduction in a later year. For 
example, some local communities ren- 
der their tax bills in December of one 
vear for taxes to February Ist of the 
following vear. Where this situation 
exists, a prepayment of the 1948 taxes, 
or 1% thereof, in 1947 would result in 
a tax saving for the current year. 

Let us say that you received your 
real estate tax bill in the latter part of 
December 1947 for the semi-annual 
payment due February 1, 1948 and you 
pay this amount in December of this 
vear. By so doing, you will probably 
have received the benefit of the deduc- 
tion for your February 1947, your 
August 1947 and your February 1948 
tax bills in the one year. In 1948 you 
may still be able to pay two semi-annual 
bills, namely, the August 1948 and the 
February 1949 bills. 

There is only one other item which 
time will permit of a brief discussion. 
This has to do with annual bonuses. 
If you are in business and customarily 
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wait until the determination of profits 
for the year before paying bonuses to 
employees, which may be some time in 
February or March of the following 
year, you may wish to estimate your 
profits now for 1947 and proceed with 
the bonus payments before the end of 
the year in order to get the deduction 
into this year. In this way it is pos- 
sible, if your procedure has been as 
described, to obtain the deduction for 
two bonus payments in the current 
year, although you may have none in 
a succeeding year. 


In connection with all of the above 
payments, please remember that, if you 
pay by check, be certain that all checks 
are mailed in ample time for the payee 
to receive and deposit them so that they 
will clear through your bank before 
December 31, 1947 because Revenue 
Agents have been known to hold can- 
celled checks dated in December up to 
the light in order to determine whether 
the date-paid perforations show the 
taxable vear or the succeeding year, 
Therefore, ample time should be 
allowed for clearance. 


Dividend Payments and Section 102 


Maurice Austin: This year we are 
“ringing up the second act curtain” on 
the modern Hamlet’s version of “The 
Soliloquy”: “To pay or not to pay”— 
dividends.. As we go along from year 
to year and the long-heralded recession 
doesn’t come along, we begin to see a 
little more clearly just how fumbling, 
inept and, perhaps, prayerful, have been 
our past efforts, each year, to antici- 
pate, what is, in many cases, the ine- 
vitable contest as to the sufficiency of 
dividend payments. Particularly this 
year, as we look upon the problem, we 
will have before us what was done, or 
sought to be done, last year, and how 
the subsequent events supported—or 
otherwise—what was done. 

Taking as our theme the title of “The 
Soliloquy” on the question of “to pay 
or not to pay,” let us start with the 
second part of it, 7.e., cases in which we 
decide not to pay, and then let us see 
where we go from there. Of course our 
decision not to pay could be the final act 
of desperation in which some say, “Well, 
let them come and get us if that must 
be! At least that is not as bad as it 
would otherwise be, if we paid divi- 
dends.” Thus, if we are only in the first 
$100,000 of undistributed income, we 
have a 2714% tax, which is a good deal 
less, perhaps, than’ the tax rates of the 
stockholders; and, even if we consider 
that upon ultimate distribution in liqui- 
dation there is an additional 25% tax 
upon what is left after the 2714% tax, 
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the aggregate of the capital gains tax 
and the Section 102 tax is 4554 %, which 
may still be in the nature of a bargain. 
If the rate is 3814%, the aggregate rate 
on the same basis is 537g%. Then, 
again, of course, liquidation may never 
come to pass in the life of the principal 
stockholder, so that the additional 25% 
capital gain tax on liquidation will 
never be imposed, thus making sur- 
render to the Section 102 tax less 
costly. If, however, we are not in this 
“desperate” condition, and have hopes 
of fending off the Section 102 tax, 
efforts in this direction generally will 
manifest themselves in one or a com- 
hination of several forms. 

Many years ago—it seems many 
years ago, now — when balance sheet 
time came, efforts of many businessmen 
seemed to be addressed to a form of 
“window dressing,” the object of which 
was to improve the balance sheet. How 
times have changed! Actually, of course, 
while the fiscal needs of a corporation 
should be determined with respect to 
the peak loads during the year-round 
evele, the balance sheet that appears on 
the tax return has more than its fair 
share of importance, because that is 
what the examining agent sees and that 
is the first thing that would go into 
evidence in a litigation. It is not 
strange, therefore, to see efforts to 
modify that balance sheet in the “cor- 
rect!v wrong” direction, or, in the case 
of new corporations, to find companies 
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naturally selecting unnatural business 
years for their accounting periods. We 
find that companies with commitments 
of merchandise try to arrange for antici- 
pated deliveries of that merchandise, in 
order that they may have swollen inven- 
tories and correspondingly swollen lia- 
bilities—the latter being more import- 
ant. We find, in many cases, that the 
credit man is scratching his head in 
order to find a way of slowing up pay- 
ments from customers; and it is not 
entirely unusual to find that, in the last 
month of the taxable year, sales deliv- 
eries somehow get crowded into the last 
fifteen days of the month at a time 
when the customer, under ordinary 
credit conditions, wouldn’t be expected 
to pay until next month. 

Obviously all of this is premised on 
the idea—or a variation of the idea— 
that a company is justified in having a 
sufficient amount of cash on hand to 
meet all its current liabilities. Of 
course, under those circumstances, the 
more it builds up its current liabilities, 
the more nearly it comes to what 
appears to be justification. We find, in 
many cases, that in order to build up 
that situation, companies will make ex- 
cessive merchandise purchases,—exces- 
sive from a business point of view,— 


‘perhaps even excessive fixed asset pur- 


chases. To such companies, there 
should at least be presented the warn- 
ng that whatever effect such purchases 
may have on Section 102 applicability, 
if the result of unwise business policy 
in this direction is a loss, the amount 
thus lost may be far more than the 
Section 102 tax that is saved. 

Another thought that frequently 
comes up is the purchase of a related 
business under common control. Thus, 
if A and B Corporations are owned by 
the same people, and B is the one with 
Section 102 troubles in the offing, what 
better thought than to have Company B 
use its cash to buy the operating assets 
of Company A and find itself without 
cash. Perhaps Company A will then 
solve its distribution problems—if it has 
any—through liquidation or through 
some other means. 
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There are two thoughts that should 
be taken into account in that connec- 
tion. First, one had better be sure that 
there is a good, not merely a plausible, 
business purpose for this purchase, be- 
cause the purchase of these assets or 
the related business, without a sub- 
stantial business purpose, may be just 
the reason that would be seized upon 
by a court for asserting Section 102, in 
that the cash was not needed in the 
business which earned it. In the second 
place, there is a further thought, which 
! put out entirely for discussion pur- 
poses because there is no definitive 
answer on the subject, and that is: if 
there is a corporation and another asset 
owned directly or indirectly by the 
same interests (and it makes no differ- 
ence to these interests where this asset 
may be held—whether in one corpora- 
tion or the other, or individually—and 
such asset is sold to the company with 
the surplus earnings, thus, in effect, 
withdrawing the cash from that com- 
pany, may that not be some variety of 
an as yet undentified form of dividend ? 
—a transfer of the assets without busi- 
ness purpose, the result of which is to 
withdraw cash representing corporate 
earnings? 

Another phase of balance sheet “treat- 
ment” has to do with cutting down the 
large surplus that appears there. Per- 
haps, it is thought, if that is reduced, 
the psychological effect won’t be nearly 
as bad. And so we find reserves of 
various kinds set up, and, in other situ- 
ations, perhaps, stock dividends, or, 
recapitalizations which would accomp- 
lish the same results as a stock divi- 
dend. In all of these cases I would 
suggest two cautions: (1) When resort 
is had to stock dividends or recapital- 
izations, extreme care is important. The 
kind of decisions that have been com- 
ing down in the last year or two have 
Leen painful surprises to many people 
who expected their procedures to he 
non-taxable. (2) Whatever is done in 
this respect should be integrated with 
some business need. If a reserve is set 
up, there should be a real need for the 
reserve. If surplus is capitalized, there 
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should be a real need for increasing the 
permanent capital of the business. In 
the absence of such real need for re- 
serves or capitalization of surplus, the 
effect of such action may well be the 
exact reverse of what is sought—it may 
be evidence of efforts to conceal Section 
102 vulnerability and thus convict of 
the very tax-saving purpose which it is 
sought to deny. 

Now, let us turn to another form of 
“window dressing’— that which ap- 
pears in corporate minutes. We shall 
assume that the company has various 
thoughts with regard to expansion, 
with regard to debt payment, with 
regard to a program of capital expendi- 
ture and rehabilitation, or with regard 
to meeting certain contingencies, an- 
ticipated losses, etc. Recording of these 
thoughts in minutes or other contem- 
poraneous records has a great advan- 
tage. Section 102 liability depends on 
proof of purpose or intent, and any 
contemporaneous declaration of the 
parties is admissible as evidence of 
intent; so the minutes go into evidence 
no matter how blatantly self-serving 
they may be. Carefully-done minutes 
have the advantage of telling a better 
story than perhaps any witness can 
tell for you. When minutes are pre- 
pared, there is the time to think the 
matter out and do the job properly. At 
the same time, the declarations in the 
minutes, to be effective, must have a 
direct relation to reality. One must 
not forget that the examining agent, 
who comes in two or three years after 
the event, has the advantage of seeing 
what was done, as compared to what 
was said in the minutes. If what was 
done—or not done—has no relation 
to what was elaborately discussed in the 
minutes, “back-fire’’ may be the result 
of the failure to carry through the 
originally-designed program, which, by 
its mnon-consummation, serious 
doubt cast upon its sincerity. 

It may be worth considering that, in 
situations where it has not been the 
custom to prepare minutes annually, 
a better procedure may be to prepare 
a memorandum for discussion by the 
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officers and make the memorandum 
(rather than minutes) a part of the 
corporate records. 

I again stress the importance of 
keeping any declaration in minutes or 
other documents within the bounds of 
probability—within the bounds of what 
probably will be done, apart from un- 
foreseen contingencies — bearing in 
mind, also, that~some of the courts 
require that the ends for which funds 
may be accumulated with Section 102 
liability must be probable and_ not 
merely possible, and, what is more 
important, must be imminent and not 
remote. 

If the decision is along the lines of 
distributing part and retaining part of 
the earnings, we may note that, while 
a 70% distribution (following the out- 
standing instructions to agents as to 
Section 102 reporting requirements) 
will probably cover most contingencies, 
there is no fixed rule on the subject. 
The 70% test is merely a rule-of-thumb 
as a guide to examining agents on 
when to report or not to report on 
possible Section 102 liability. In many 
cases, less than 70% may be sufficient 
to cover the reasonable requirements 
of the situation; more than 70% will 
not protect where there is no reason- 
able need. 

The thought has been expressed 
in some quarters that, even where there 
is substantial justification — important 
justification — for retaining earnings, 
perhaps commitments or plans far 
in excess of earnings accumulations, 
nevertheless a token dividend may have 
some psychological value, at least giv- 
‘ng some indication of the fact that the 
company is not flagrantly ignoring th 
requirements of the revenue. If one 
should speak to ten different practi- 
tioners on the subject, one might well 
get ten different answers, and perhaps 
they are all right, because reaction may 
depend in part upon individual points 
of view of the examiner and his re- 
viewer. To my mind, if there is a situ- 
ation ef $1,000,000 cash and $3,000,000 
of definite working capital, debt pay- 
ment, or capital expenditure require- 
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ments, paying any dividend seems to be 
inconsistent rather than consistent with 
the existence of such requirements. 
That, however, is again a subject for 
thought. 


Suppose, now, that the decision is to 
distribute. Certain methods are some- 
times employed to minimize the tax 
impact of the distribution upon the 
shareholders. First, we might mention 
the suggestion frequently encountered 
that the stock of the surplus earnings 
corporations be transferred, by one 
process or another, to another related 
corporation, to which dividends could 
be paid by the first, with relatively small 
tax. Assuming that this transferee cor- 
poration is so circumstanced that it can 
justify the retention of even greater 
earnings than the amount of the divi- 
dend, the mechanica! results seem good. 
The only thought that I would again 
put forth is that it would be best to 
have a very good business purpose for 
what is done, because otherwise it may 
be found that the second corporation is 
put in a position of having been availed 
of in order to prevent the imposition of 
surtaxes through non-distribution of 
carnings—thus producing the very 
result it is sought to avoid. 


Let us assume, that the decision is to 
avoid heavy taxes to the shareholders 
by distribution in liquidation instead of 
an ordinary dividend. If a complete 
liquidation is effected wi:hin the tax- 
able vear in which the surplus income 
is earned, that distribution is fully effec- 
tive, under present law, to relieve from 
Section 102 tax for that year, subject, 
however, to two qualifications. The 
first qualification is that since the divi- 
dends paid credit resulting from a dis- 
tribution in liquidation is limited to the 
amount of accumulated earnings, the 
existence of a deficit from past vears 
which is more than the current year’s 
earnings, will preclude allowance of a 
dividends paid credit in computing 
undistributed income subject to Section 
102 tax. (Of course, ordinarily the 
presence of a deficit should relieve 
trom Section 102 altogether.) The 


second qualification is that there may 
be some question as to whether a divi- 
dends paid credit arises if the liquidat- 
ing company is 80% owned by another 
corporation, so that the liquidating dis- 
tribution would be tax free under Sec- 
tion 112 (b)(6), dealing with inter- 
corporate liquidations. (The Tax Court 
and the Circuit Court of Appeals for 
the Seventh Circuit have held that .a 
dividends paid credit does arise in such 
cases. Comm’r. v. Winchester Repeat- 
ing Arms Co. 134 Fed. (2d) 6 (CCAZ, 
1943) ; General Aniline Film Corpora- 
tion 3T.C.M.168, T.C. Memo Op. Feb. 
25, 1944.) 


There have been numerous cases of 
partnerships incorporated in 1946, after 
the repeal of the excess profits tax, in 
which the corporations later found 
themselves with earnings of unforeseen 
magnitude and resorted to 'iquidation 
to solve the resu'ting Section 102 prob- 
tem: This was fully effective as far as 
it went, provided that a “fly in the 
ointment” was not created by the exist- 
ence of an original intent of only tem- 
porary corporate operation, which 
would be an invitation, perhaps, to the 
type of tax litigation which has beset 
certain types of Hollywood “temporary 
corporations.” 


In most of these liquidations, how- 
ever, there remains a residual problem, 
not always easy to solve—namely, the 
form in which to continue the business. 
Any effort to use part of the proceeds 
of liquidation—directly or indirectly— 
in a new corporation formed to carry 
on the business may expose the tax- 
payers to the quite possibly successful 
contention that all that has happened is 
a mere reincorporation of the first cor- 
poration, and that the portion of the 
proceeds of liquidation of the first com- 
pany retained by the stockholders and 
not reinvested in the second company 
represents a distribution of corporate 
earnings taxable as a dividend. At 
least, there have been decisions point- 
ing strongly in this direction. 

Complete safety from such a conten- 
tion wou'd seem to lie only in operation 
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as a partnership or proprietorship for 
at least a substantial period of time. 
Curiously enough, it has happened, in 
some cases, where corporate liquidation 
was followed by partnership operation 
for these reasons, and where repetition 
of high profits was not foreseen, that 
the profits of the partnership turned 
out to be considerably greater than the 
corporate profits, with the result that 
the tax cost of partnership operation 
(individual rates as compared with 
corporate rates) far exceeded the sav- 


ing in Section 102 taxes effected by 
liquidation. 

A final thought with respect to divi- 
dend distributions is that, while distri- 
butions even after the end of the year 
are taken into account in determining 
whether there has been tax-motivated 
non-distribution, such dividends are not 
taken into account, unless paid during 
the year, in determining the amount of 
undistributed income on which Section 
102 tax is to be imposed, if it is deter- 
mined that liability for such tax exists. 


Compensation Plans 


Leslie Mills: A principal tax- 
planning objective in all compensation 
plans is always an endeavor to obtain 
an immediate deduction for the em- 
ployer so that there will be correlation 
on his tax books between the income 
realized and the cost of the services 
creating that income, coupled with a 
postponement to future years of the 
incidence of tax to the employee. The 
high war and emergency period tax 
rates made this objective particularly 
important, but, regardless of tax rates, 
the need nowadays for the average 
employee in any income classification 
to accumulate enough income during 
his earnings life to carry him tnrough 
his retirement years makes such a pro- 
gram essential at all times. 

But we face a situation at the end 
of this year which séems to offer a 
particular and “one-shot” opportunity 
for tax savings. There are limits to 
the possibility of postponing taxation 
of compensation to employees to years 
very far in the future. But since most 
einployers are on the accrual basis, and 
most employees are on the cash basis, 
there are many ways by which com- 
pensation deductible by the employer 
this vear can be made taxable to the 
employee next year. While it is any- 
body’s guess as to what will actually 
happen, there is at least a strong possi- 
bility that tax rates on individuals will 
be reduced in 1948, and a much lesser 
possibility of reduction in corporate 
rates. Thus, to the extent that salaries 
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deductible in 1947 by the employer can 
be made taxable to the employee next 
vear, a real permanent saving will 
result. 


Even disregarding the hoped-for cut 
in actual tax rates, adoption by New 
York of the community property tax 
rule, or application of one of the several 
methods under consideration by the 
Congress for splitting family income, 
will mean a material lowering of the 
actual tax on salary income for many 
taxpayers. 


To get the deduction in 1947, the 
employer must be sure that he has a 
real, determined liability at next De- 
cember 31st. Even if the pay is for 
prior years, there is no deduction 
allowed until it is paid or certain lia- 
bility is created. If approval of out- 
siders (such as creditors) is necessary, 
no deduction is allowable until such 
approval is obtained. Nor is accrual 
allowed for wage increases which the 
employer is contesting, with a union 
for example. But the fact that the 
employer does not have enough cash 
at the end*of the year to pay the accrued 
compensation does not bar the deduc- 
tion so long as a fixed liability is cre- 
ated. However, there are two major 
warnings for the employer: (1) the 
compensation for the entire year must 
be reasonable in amount, and (2) if the 
employee is a related person or a major 
stockholder. deduction may be dis- 
allowed unless payment is actually 
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made within 2%4 months after the end 
of the employer’s taxable year. 


The cash-basis employee’s problem 
is to be sure that he does not get actual 
or constructive recéipt prior to next 
January 1. Ordinarily, if the employer 
draws salary checks in December but 
makes actual delivery of the checks in 
January, the employee has January 
income. But if he were in a position, 
possibly as a senior officer for example, 
to obtain the compensation in Decem- 
ber, he may be held to have constructive 
receipt in 1947, whether or not he 
actually got it then. One case held 
that deposit of bonus pay with a trustee 
for payment in the later year deferred 
receipt by the employee. But in another 
case, payment to an agent of the em- 
ployee resulted in immediate taxation. 
Employees receiving commission com- 
pensation must be particularly careful, 
since credit of such commissions to his 
account without substantial restrictions 
on ‘withdrawal will result in construc- 
tive receipt even if the actual drawings 
were made in a later year. Constructive 
receipt was imputed in one case in 
which commissions earned were cred- 
ited to a corporation wholly owned 
by the employee. 


Many employers habitually pay 
bonuses at the end of the year, or make 
Christmas distributions to employees. 
It would be a simple matter for them 
10 provide that these distributions are 
payable in January and not before, 
which to most of their employees would 
make it taxable in 1948. If the em- 
ployer commits himself to the payment 
by making the amount certain and 
giving up the’ right to withdraw or 
change the amounts, he will secure the 
deduction in 1947, Even if the actual 
computation of the bonus cannot be 
made until the following year—as, for 
example, a bonus consisting of a per- 
centage of profits—deduction is allow- 
able in the earlier year if all the facts 
necessary to its determination are 
present in the taxable year. However, 
it has been held that no current deduc- 
tion was allowable under a contingent 
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profit-sharing contract which provided 
that no withdrawals could be made 
unless the employee remained in the 
taxpayer's employ for a period of five 
years. But deduction was allowed in 
another case where the bonuses were 
placed in an irrevocable trust, to be 
paid after completion of ten years’ 
employment. 


Employers should be sure that they 
properly accrue vacation pay due under 
agreements with their employees. Even 
if the payment is not due until next 
year, current deduction is allowable for 
the portion accruing this year if it is 
earned and reasonably definite in 
amount. Of course the employee, in 
such a case, will have no income until 
he receives the vacation allowance. 


A final point solely on the problem 
of the corporate employer. Probably 
corporate tax rates will not be re- 
duced for 1948, but maybe they will 
be. Also, many small corporations may 
be in higher tax brackets for 1947 than 
for 1948, and many corporations may 
anticipate much lower earnings, or even 
losses, for 1948, foliowing extremely 
high incomes for 1947. For such tax- 
payers, sound tax-planning may dictate 
a policy of anticipating to the fullest 
extent possible deductions of all kinds 
which will have to be paid later anyway 
or which will improve future profit 
prospects. Much can be done in this 
regard with all types of expenses. 


As to compensation specifically, it 
may be advantageous to grant, now, 
salary increases, or to pay, now,: 
bonuses, recognizing past services in- 
adequately compensated for, and thus 
secure good-will for the future. Or you 
might settle reasonable pension liabili- 
ties now by purchase of single premium 
annuities, at the same time possibly 
paying the pensioner his resulting tax 
liability. Future business benefits can 
be obtained with an immediate tax 
deduction by expenditures for employ- 
ees’ welfare, staff training, etc. Such 
items would not result in income to the 
employees at any time. 
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Bad Debts, Claims, Equipment Disposals and Repairs 


Paul D. Seghers: This portion of 
the program relates to bad debt de- 
ductions, income and _ deductions 
arising out of claims, equipment dis- 
posals and repairs. As we all know, 
the timing of these deductions and 
items of income generally is control- 
lable, to a great extent. Whether to 
anticipate or postpone deductions 
can be decided only by forecasting 
the probable tax results, taking into 
consideration all factors, including 
possible reductions in individual tax 
rates, the present 53% “notch” tax 
rate in the case of corporate incomes 
of less than $50,000, possible carry- 
overs, and many other factors. Only 
by making actual computations can 
you answer the question: Should all 
possible deductions be taken this 
year or postponed until next year? 

First, as to bad debts. Taxpayers 
that use the reserve method of ac- 
counting may find it very important 
to write off bad debts this year, and 
to clear up their accounts as far as 
possible. That may not, in itself, 
result in any immediate deduction, 
since the deduction is allowed for the 
provision added to the reserve; but 
such a step does help to establish 
the history of bad debt losses and 
may be necessary to support the 
present rate at which the bad debt 
provision is being claimed, or to jus- 
tify a higher provision if claimed this 
year. The change in business condi- 
tions and anticipated changes in 
credit conditions may justify a 
higher deduction this year. Making 
all proper write-offs will help to es- 
tablish the historical record of bad 
debt losses as reflected in an analysis 
of the bad debt reserve. Certainly 
charges to bad debt reserve are likely 
to be heavier in future than thev 
have been in the last two vears and 
a great deal heavier than during the 
war vears, when a great deal of busi- 
ness was with the Government, di- 
rectly or indirectly. Taxpayers using 
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the actual bad debt method may find 
it to their advantage to anticipate 
bad debt deductions by taking the 
deductions on account of partial 
worthlessness of certain debts, bear 
ing in mind that, under the statute, 
the deduction is allowable only to 
the extent that the write-off is made 
during the taxable year. 


In the case of claims, either 
against the taxpayer or against 


others, we have the opportunity to 
control the time of realization of the 
income or the time of taking the de- 
duction, by either continuing to con- 
test the claim or settling it. If the 
taxpayer has a large claim pending 
that would give rise to taxable in- 
come, it can take up the income this 
year or postpone it to another year 
depending on the handling of the 
claim, provided it is willing and able 
to make a settlement. The same 
thing is true of deductions resulting 
from claims against the taxpayer. 

An accrual-basis taxpayer may ac- 
crue a claim giving rise to income or 
giving rise to expenses, provided set- 
tlement is agreed upon. Actual pay- 
ment is not necessary. The dispute 
ceases when an agreement is 
reached. However, a cash-basis tax- 
paver can only realize on a claim by 
collecting the money or paying out 
the money, as the case may be. 

In the case of equipment disposals, 
the Bureau has strenuously main- 
tained for many, many years that no 
deduction is allowable on the dispo- 
sition of depreciable assets that have 
been depreciated at a composite rate, 
unless the taxpaver can establish 
that the disposal is due to some cause 
which is not reflected in the deter- 
mination of the depreciation rate, 
which in turn is based on an estimate 
of the average life of the assets in 
that group. 

Even if losses cannot be taken on 
disposals of equipment, it is still ad- 
vantageous to get through vour dis- 
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posals promptly. Replacements have 
been held up for a long time because 
of inability to obtain replacements, 
and you are likely to be building up 
a history in your asset accounts indi- 
cating an abnormally long life for 
equipment. Asset accounts today 
frequently indicate a very small de- 
gree of obsolescence, not because the 
equipment has not become obsolete, 
but because of difficulties in obtain- 
ing replacements. For that reason it 
is desirable to scrap all the items of 
equipment that are actually obsolete, 
and to keep a book record or a per- 
manent record of some kind, of or- 
ders for equipment that you haven’t 
been able to obtain and of equipment 
that you would like to order if you 
could find anyone to take the order. 
Such a record will be helpful in justi- 
fying whatever depreciation rates 
you are using and in justifying an 
abormally large ratio of the depreci- 
ation reserve to the total cost of vour 
depreciable property. 

If the management recognizes the 
desirability of getting items disposed 
of this vear, a survey of the plant 
should be made—preferably a physi- 
cal survey—to determine what items 
are going to be scrapped. Even if 
you can’t scrap certain items because 
you are unable to replace them, a 
record of that fact will be helpful 
when you come to argue the propri- 
ety of xour depreciation deductions, 
not only for this year and last year, 
but for the open excess profits tax 
vears, because you have a right to 
take it into consideration all such 
facts in determining what is a rea- 
sonable rate of depreciation. You’re 
going to have to defend the depreci- 
ation rates you have used; having 
facts to prove that the actual replace- 
ments do not represent the full 
amount of normal replacements will 
help you to do so successfully. 

If vou &re going to claim losses on 
the abandonment of equipment, you 
ought to do something to them phys- 
ically; it isn’t enough to put the 
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machinery in the “graveyard”. For 
tax purposes it may pay you to 
wreck equipment rather than leave 
it in a standby condition. It’s a 
pity that this is so, but there it is. 


As to repairs, that again is a con- 
trollable deduction. However, al- 
though the expenditures that actu- 
ally constitute repairs may be taken 
when they are incurred or paid, de- 
pending on the method of account- 
ing used by the taxpayer, in attempt- 
ing to build up the deductions in the 
year in which you would prefer the 
larger deduction, you should keep 
in mind the fact that unusually large 
deductions, regardless of their na- 
ture, will incur a greater degree of 
scrutiny than if their amount is 
maintained at about the same level 
as the average for other years. 
Therefore you should consider the 
amount of the deduction for repairs 
for last vear and this year to date, 
and compare these amounts with 
your estimate for the coming year 
before you decide whether to accel- 
erate repair deductions or to post- 
pone them. 


Even though painting, by its very 
nature, benefits future vears, it has 
been very definitely ruled a current 
expense, deductible only in the year 
incurred, and there are a few other 
types of repairs that have been sim- 
ilarly ruled upon. In general, how- 
ever, repair items, especially if they 
involve single large bills, are partic- 
ularly likely to be questioned as 
being capital expenditures rather 
than current deductions. Again, 
building up your records as to the 
facts, such as reasons for postpone- 
ment of repairs in the past years, will 
be helpful in establishing your right 
to the deductions you claim. as well 
as establishing the year when you 
can take them. 

Finally, we should keep in mind’ 
the provisions of the Bureau rulings 
regarding the current deduction of 
post war reconversion costs. There 
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may be important items of that na- 
ture in 1947, 

Those are some of the points that 
we, as accountants, have to think 
about at the year-end in connection 


with deductions of the kind dis- 
cussed. Nothing particularly new 
has been stated, and yet a careful 
study of these points may be pro- 
ductive of real tax savings. 


Net Operating Losses—Carry-backs and Carry-overs 


Max Rolnik: The year 1947 gen- 
erally has been a good year; neverthe- 
less many concerns will have a loss this 
year, and the problem they face is 
two-fold: First, is it entirely undesir- 
able to have a net loss, and second, if 
it is desirable rather than undesirable, 
is there any advantage in increasing the 
loss. 

Fortunately for many taxpayers who 
have a net loss, the law permits them 
“a carry it to other years as a deduction 

rom the income of such other years. 
“ors as Mr. Richardson just said, 
the year 1947 may be the last year 
from which a loss may be allowable as 
a carry-back to prior years. For Con- 
gress may soon substitute a five-year 
carry-over for the present two-year 
carry-back and two-year carry-over. 
Furthermore, even if the carrv-back 
principle is continued, the carry-back 
from 1947 is usually more advantageous 
than a carry-back from 1948 or a later 
year. This is because ~a_ carry-back 
from 1947 may result both in a saving 
of taxes for the two preceding years, 
1945 and 1946, by reducing the income 
of such preceding years, and a saving 
for the two vears 1943 and 1944 by 
increasing the unused excess profits 
credit of 1945 or 1946. In other words, 
a net operating loss for 1947 may save 
taxes for the four preceding years, 
going back to 1943. 

Accordingly, a net operating loss in 
1947 is more useful than one incurred 
in 1948, and should be taken into 
account in considering the points raised 
by the other speakers as to anticipation 
or deferment of transactions. A bird in 
the hand is worth two in the bush; a 
net operating loss in 1947 is something 
you really have and is better generally 
than the expectancy of a net operating 
loss in 1948. 
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At this time of the year many cor- 
porations have a good idea whether the 
year 1947 will end up profitably or 
with a loss. If a loss is expected, tax 
relief may be obtained even before the 
year ends. For under the law, a corpo- 
ration that expects a net operating loss 
in 1947 may apply it against the income 
of preceding years, compute the effect 
on the taxes of the preceding years 
and use the net reduction in tax to hold 
up the payment of any unpaid tax for 
the immediately preceding year, that is, 
1946. 

In any event, if a taxpayer waits 
until he — his actual net oper- 
ating loss for 1947, he should file a 
claim on account of a carry-back as 
soon as possible on Form 843. This 
is desirable because, unlike other re- 
funds, a refund on account of a carry- 
back carries interest only from the date 
the claim is filed. Furthermore, it 
should be borne in mind that any tax- 
payer, including an individual, may get 
prompt action on a refund due to a 
carry-back by filing an application on 
Form 1139. The Commissioner is re- 
quired to act promptly on such appli- 
cation, instead of taking the usual long 
time for approval of .the ordinary 
refund. 

There are a number of rules to be 
observed in computing the net operating 
loss, the carry-back and carry-overs, 
and the net operating loss deduction 
allowable in ig the income of 
the two preceding and two succeeding 
years. The rules are very complex and 
1 would advise that you work out the 
examples given in the regulations. 
Three general points might be empha- 
sized at this time: 

The first rule is that a number of 
adjustments must be made. The net 
operating loss must be computed with 
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specified adjustments, such as the in- 
clusion of exempt interest; and, in the 
case of an individual, with the elimina- 
tion of the excess of non-business de- 
ductions over non-business income. In 
determining the amount of some of the 
carry-backs and carry-overs, the income 
of preceding and succeeding years must 
be recomputed with certain adjust- 
ments, somewhat different than those 
applicable to the year of the net oper- 
ating loss. And in computing the net 
operating loss deduction, a number of 
adjustments must also be made. An 
explanation of these adjustments would 
make a long lecture. All I want to 
caution you on is that in very many 
cases it is not only the items shown 
on the returns that must be taken into 
account, but other items as well. 

The second rule is that the net oper- 
ating loss of one year must, to the 
extent allowable, first be consumed as 
a net operating loss deduction before 
taking up the net operating loss of a 
later vear. If there is a net operating 
loss in 1946 and another one in 1947, 
this means that in vour computations 
vou get rid of the loss for 1946 before 
taking up the loss for 1947. 

The third rule is that the carry-backs 
and carry-overs from one year must 
he applied to the preceding and suc- 
ceeding years in chronological order. 
That is, the 1947 loss must be applied 
as a carry-back first against the income 
of the preceding vear 1945, then against 
the income of 1946, then as a carry-over 
against the income of the succeeding 
vear 1948, and finally against the 
income of 1949, 

The necessity of making the adjust- 
ments in the computation of the net 
operating loss, the net operating loss 
carry-backs and carry-overs and the net 
operating loss deduction will influence 
the choice between anticipating and 
deferring a transaction. We had a 
problem involving this matter in our 
office a few weeks ago. A securities 
company had a loss of some $50,000 up 
to that date, and this would remain at 
about that amount at the end of the 
year unless it consummated some con- 
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templated transactions, which could 
increase the loss to $300,000. The 
officers, having read about the privilege 
of carry-backs, thought it would be a 
good idea to complete the transactions 
this year and in that way obtain a 
carry-back to the year 1945, a year in 
which they paid high excess profits 
taxes. The controller of the company 
was not quite sure that this could be 
done, and the problem was submitted 
to us. 

We found that the officers had over- 
looked one requirement I mentioned— 
that the net operating loss deduction 
must be computed by taking into ac- 
count certain adjustments, in this case 
reduction of the net operating loss by 
the partly exempt U. S. bond interest 
earned in 1945.. There was such a large 
amount of partly exempt interest that 
there would be no net operating loss 
deduction. Under the circumstances it 
was more advisable to defer the con- 
templated transactions to 1948, as there 
was only a small amount of partly 
exempt interest in 1946. Moreover, the 
loss on these transactions could be used 
to reduce the net income of 1948. 

There are many other situations 
where, unless care is taken, the full 
benefit of a net operating loss will not 
be obtained. Normally a taxpayer has 
two full previous years and two full 
succeeding years, each of 12 months, 
within which to use up the loss. This 
is not always the case, however, because 
of the fact that the law defines a taxable 
year as a period, even if only a few 
days, for which a return is required. 
As a result, in the case of a short pe- 
riod, for example where a corporation 
is organized, or is dissolved, or where 
there is a change in taxable year, the 
short period is considered the same as 
qa 12-month taxable vear. There are 
then not two full preceding years and 
two full succeeding years in which to 
consume a net operating loss. 

A similar situation occurs because 
oi the requirement that a net operating 
loss is available only to the taxpayer 
who incurred it, not to a predecessor 
or successor of the taxpayer. The 
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organization of a corporation to succeed 
a partnership, the dissolution of a cor- 
poration, and the reorganization of a 
corporation by formation of a new cor- 
poration, may therefore result in the 
waste of a carry-over from the old to 
the new entity, or the waste of a carry- 
back from the new to the old entity. 
This likewise may apply to partner- 
ships. 

A partnership as such does not have 
a net operating loss, but the loss of 
the partnership is taken into account 
in computing the net operating losses 
of the partners. Unless care is taken, 
the organization or termination of a 
partnership, and the change in taxable 


Real Estate 


Louis Winsten: Unlike most other 
corporations, many real estate com- 
panies are on a cash basis. Such 
companies are in an advantageous 
position so as to influence the results 
of operations for the year 1947. 

In respect to such cash real estate 
companies and in regard to ordinary 
income, the accountants are asked 
the question by the taxpayer: Would 
it be desirable to postpone collection 
of gross income, such as rent, income 
on electric current, water and steam, 
until the next vear? If so, since 
most of the tenants are on an accrual 
basis, there should be, as Mr. Austin 
pointed out. no difficulty in persuad- 
ing most of the tenants to postpone 
payment of some of their bills until 
the next year. 

Second, no advance rentals should 
be accepted this vear, and where 
leases are signed, advance payments 
should be designated wherever pos- 
sible as security or deposits, to be 
returned, or interest to be paid there- 
on, and thus avoid reporting the 
same as income. Furthermore, when 
there are negotiations with tenants 
in connection with their cancellation 
of leases, any income to be received 
therefrom should be postponed, if 
possible, until 1948. You must note, 
however, that any rentals received 
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year of a partnership or of partners 
may result in the waste of partnership 
net operating losses. 

As has been brought out by other 
speakers, our complicated income tax 
law is a major factor in decisions on 
matters which would otherwise be 
based entirely on business considera- 
tions. Now, however, the taxpayer 
must take into account whether he 
should, for example, have a_ large 
income this year and a small income 
next year, or vice versa. He must weigh 
present tax rates and prospective tax 
rates. He must also analyze his affairs 
so as to see how a net operating loss 
will be of the utmost advantage to him. 


Companies 


by agents before the end of the year 
are includible in the gross income of 
the taxpayer. 

The same question should be 
asked with respect to ordinary de- 
-ductions: Is it advisable to reduce 
net income to a minimum, or to in- 
cur a net operating loss? If so, have 
all the maintenance and expense 
bills been paid? Have all the build- 
ing maintenance supplies been re- 
plenished? Has all painting been 
done and have all repairs been made? 
If not, such supplies should be re- 
plenished, repairs and painting done 
before the end of the year, bearing 
in mind what Mr. Seghers mentioned 
about unusually large items of that 
sort, and such bills should, of course, 
be paid before December 31st. 

Is it desirable to prepay the in- 
terest on loans and mortgages? If 
so, as Mr. Dendy pointed out, all in- 
terest prepaid is deductible. 

Can realty taxes be prepaid? If so, 
they should be paid by December 
31st. For example, the second half 
of the 1947-48 New York City realty 
taxes are now payable and may thus 
augment the deduction in 1947, and. 
as Mr. Dendy pointed out, if a client 
is in Suffolk County he may pay his 
February bill at this time. 

The same holds true with respect 
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to charitable donations and, as ap- 
plied to realty companies, only 5% 
of course are deductible if they are paid, 
whether on a cash or accrual basis, 
before the end of the year. 

Here, too, any expense payments 
made by your agent on or before De- 
cember 3lst are deductible. 

Carrying charges, such as interest 
and taxes, on unimproved or unpro- 
ductive real property or property 
under construction, should be writ- 
ten off even though capitalized in 
prior years; you have an election 
each year. 

With regard to all realty com- 
panies, whether on a cash or on an 
accrual basis, with respect to the 
sale or other disposition of such 
property, where it is desirable to 
build up the carry-back for loss pur- 
poses, perhaps to be offset against 
excess profits taxes paid for 1945, or 
even against ordinary taxes paid for 
1945 or 1946, or to offset income in 
1947 perhaps in the 53% bracket, it 
might still be possible to get “the 
bird in the hand” that Mr. Rolnik re- 
fers to and deduct the losses before 
the end of the year. To establish 
such loss, title on the property must 
pass by December 31st. If a large 
loss is warranted, perhaps to obtain 
such refund of excess profits tax 
for 1945, properties may be sold in 
an arms’-length transaction where a 
lease is taken back on the same prop- 
erty so that possession is not dis- 
turbed. Of course, there is very 
little time left to consummate such a 
deal this year. 

In view of Section 117(j), all losses 
on sales of property by corporations 
would be fully deductible. Dealers 
in real estate can always deduct such 
losses as ordinary, and investors in 
real estate may now deduct the same 
under the provisions of Section 
117(j) ; however, where the purpose 
is to offset capital gains. s‘nce the 
Maximum savings in tax are only 
25%. it might be advisable to with- 
hold the consummation of a loss 
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transaction to 1948, where the cor- 
poration might be able to save 38% 
or perhaps 53% in such year. 

Furthermore, a deductible loss 
might be incurred where property 
cannot be sold, through the aban- 
donment of property before Decem- 
ber 3lst by delivery of the: deed in 
lieu of foreclosure to the mortgagee. 
Where there is no mortgage and 
there are large tax liens on property 
in excess of the value thereof, aban- 
donment may be indicated by deliv- 
ery of the deed to the city, county or 
village authorities. 

Reporting of profits on sales of 
real estate may be postponed or de- 
ferred where desirable in the follow- 
ing manner: 

1. Where contracts for sale of 
realty are entered into in 1947, clos- 
ings and possession should be de- 
ferred to 1948 where profit results. 

2. Real estate held for investment 
may be exchanged for other real 
estate to be held for investment and 
no income would be _ recognized 
thereon except to the extent of any 
cash or other property other than 
real estate that may be received as 
a result of such exchange. (Section 
112(b)(1)). 

3. If compelled to transfer title 
before the end of 1947 with resulting 
profit, by limiting the cash payments 
to be received this year to 30% of 
the selling price, the profit may be 
reported on the installment basis and 
only the profit applicable to the cash 
received will be reportable in 1947. 

Where the company owns one par- 
cel of real estate which is desired to 
be sold at a profit, consider the avoid- 
ance of double taxation by liquidat- 
ing the company, transferring all the 
assets, subject to the liabilities, to 
the stockholders thereof, but be sure, 
in such event, not to enter into any 
negotiations for the sale of the prop- 
erty until after the liquidation of the 
company, and thus avoid the effects 
of the Court Tfolding Company de- 
cision. 
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If the company is in danger of hav- 
ing Section 102 imposed on its net 
income, in addition to the usual items 
you want to give consideration to 
the possibility of paying additional 
amortization on the mortgage where 
the same is permitted under the bond 
indenture, and if that is not possible, 
to the purchase of additional prop- 
erty for the same purpose as the 
property now used in the business. 

The rent income of the realty com- 
pany should be reviewed to see there 
is no danger of the taxpayer being 
considered as a personal holding 
company. Bear in mind rent income 
is not personal holding income, only 
when it constitutes 50% of gross in- 
come. That is, if rent constitutes less 
than 50% of the gross income, it is 
considered personal holding com- 
pany income. For this purpose, rent 
income does not include rents re- 


ceived from stockholders owning 
25% or more of the oustanding capi- 
tal stock of the company, which is 
considered in a separate category, 
but does include taxes paid by 
tenants. 

Also we have to note that gross 
income includes any capital gains, 
exclusive of capital losses. 

Where your inquiry discloses any 
danger that the taxpayer may be 
classified as a personal holding com- 
pany and the rent income is close to 
the 50% danger mark, consider the 
advisability of augmenting the rent 
income where the company is on a 
cash basis by the collection of rent 
in advance and, in all cases, by the 
possible acquisition of additional 
rental properties through exchange, 
merger or purchase in time to change 
the resultant gross income from rent- 
als before the end of the year. 


Controlled, Related, Dissolved and Personal Holding Companies 


Benjamin Harrow: Let us first 
consider some vear end problems of 
controlled companies. Take first losses 
that may be disallowed under Section 
24b. No deduction is allowed for a loss 
from the sale or exchange of property 
between an individual and a corporation 
where that individual owns more than 
50°% in value of the oustanding stock. 
In determining ownership of stock the 
individual must include as his stock, 
stock owned by his family. He must 
also include as his stock, his propor- 
tionate share of any stock owned by a 
corporation, partnership, estate, or trust 
in which he is interested as a share- 
holder, partner or beneficiary. And if 
he has a partner who owns stock in the 
controlled corporation such stock is 
constructively deemed to be owned by 
him. 

Furthermore a deduction for a loss 
is not allowed where the sale is between 
two corporations in which the same in- 
dividual owns more than 50% in value 


of the oustanding stock of each corpo- 
ration, where either corporation for the 
taxable vear preceding the sale or ex- 
change was a personal holding com- 
pany or a foreign personal holding 
company. 

In a recent case the individual as a 
result of such a sale lost the 50% con- 
trol. The loss was nevertheless disal- 
lowed.! Section 24b does not apply 
however. to distributions made in liqui- 
dation of the corporation. 

Section 24b has been applied as 
something in the nature of a penalty. 
In one case an individual bought 21 dif- 
ferent securities as one lot; 16 resulted 
in losses and 5 in gains. The Court dis- 
allowed the deduction for the losses, 
but taxed the corporation for the gains.’ 

In spite of the disallowance ‘of the 
loss the purchaser's basis is limited to 
his cost with the result that part of the 
original basis is never recovered by way 
of tax deduction. To avoid the penalty 
the controlling stockholder should buy 


1], A. Drake, Inc. v. Commissioner, 145 F(2d) 365; 3 T.C 33. 
2M. F. Reddington Co., Inc. v. Com’r., 131 F(2d) 1014. 
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only stock that can be sold at a gain. 
‘he corporation should sell other se- 
curities in the open market. 

Section 24c is the next danger signal. 
This section deals with unpaid expenses 
such as salaries and rent and interest. 
No deduction for such incurred ex- 
penses or accrued interest is allowed if 
three conditions exist: 

1. Such expenses or interest are not paid 
within the year or within 2144 months after 
the close of the tax year. 

2. Within the tax year the person to 
whom the payment is to be made is not 
required to include the item in his gross 
income, 

3. At the end of the year or at any time 
within 244 months thereafter the corpora- 
tion and individual to whom the payment is 
to be made are related taxpayer in the 
sense used for disallowing deductions for 
losses resulting from sales or exchanges. 

It has been held that payment on 
March 16 is not within the prescribed 
tines What is meant by payment? 
Is a promissory note the equivalent of 
cash and hence payment? Circuit 
Courts have held that the issuance of 
a promissory note constitutes payment 
if the note is worth the face value,* but 
the Tax Court does not agree, holding 
that payment means cash payment. 

There seemed for a time to be some 
conflict between this section and Regu- 
lation 29.42-2, dealing with constructive 
receipt. In several recent cases the Tax 
Court has allowed the deduction where 
the controlling stockholder reported the 
income as constructively-received in the 
tax year and there was no doubt that the 
corporation was financially able to make 
the payment of the accrued jtem.® Also 
the Treasury has ruled that if the indi- 
vidual entitled to the income includes it 
in his return even though it has not been 
received by him, the corporation is en- 
titled to the deduction.” This certainly 
mects the spirit of the section. 

T he penalty feature of the Section lies 


3 Nansuss Realty Co. v. 143 F(2d) 286. 


Musselman Huh Brake , 139 F(2d) 6 
Anthony P. Miller, 7 Te +89, 

6 Michael Flynn Mtg. 992 
71.T. 3242, C B 1939-1, p. 172. 

8 Sec. 29.129-3. 
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in the fact that if the deduction is dis- 
allowed to the corporation it would 
never be entitled to take it, even though 
it is later paid. 

The law looks askance on acquisitions 
made to evade or avoid income taxes, 
Section 129. A deduction, credit, or 
other allowance is disallowed if prop- 
erty was acquired after October 8, 1940, 
where the principal purpose of such ac- 
quisition is evasion or avoidance of in- 
come taxes by securing the benefit of 
such a deduction. credit, or other allow- 
ance which would not otherwise be en- 
joyed. The section applies to any person 
acquiring contro] of a corporation 
directly or indirectly or to any corpora- 
tion acquiring property of another cor- 
poration not controlled by such corpora- 
tion, where the basis of the property is 
determined by reference to the trans- 
feror. 

Here are some types of vulnerable 
transactions enumerated in the Regu- 


1. X with large profits acquires control 
of Y. Y has current, past or prospective 
credits, deductions, net operating losses or 
other allowances. The acquisition is fol- 
lowed by transfers, ete., bringing the de- 
ductions, credits, etc., into conjunction with 
X's income. 

2. X with high earning assets transfers 
them to a newly organized subsidiary Y. 
X retains assets likely to produce losses 
or to be disposed of at a loss. X’s purpose 
is to secure refunds through utilization of 
a net operating loss carry back. 

3. X acquires property having in its 
hands a substituted basis. This is materi- 
ally greater than its fair market value at 
the time of acquisition. X does this in 
order to utilize the property to create tax 
reducing losses 
Under Section 129(b) the Commis- 

sioner has the power to disallow all or 
1 part of the assumed benefits of the 
transfer or he may allocate gross in- 
come, deductions and credits among 
the corporations. 
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The acquisition of control of a cor- 
poration or property of a corporation 
presumably includes a transfer, by gift 
or inheritance. But the incorporation 
of a going business would probably not 
come within Section 129, even though 
the purpose of incorporation is to re- 
duce taxes. 

Control of a corporation for the pur- 
poses of this section means ownership 
of at least 50% of the total combined 
voting power of all classes of stock en- 
titled to vote.? 

Constructive ownership of stock ap- 
plicable to Section 24b and 24c does 
not apply here. 

This Section applies where the prin- 
cipal purpose of the acquisition is the 
avoidance of tax and the corporation 
has the burden of proof. To avoid the 
application of the Section it must show 
that the acquisition was made for spe- 
cific business purposes, and if there is 
a tax advantage it is .consistent with 
what a prudent business man would do. 

A presentation of this kind would 
not be complete without a discussion of 
Section 45 on allocation of income and 
deductions. This section applies to cor- 
poration, partnerships, or other organi- 
zations whether domestic or foreign 
that are owned or controlled directly 
or indirectly by the same interests. Be- 
cause of such control the Commissioner 
scrutinizes the income, deductions, 
credits or allowances of such controlled 
ltusinesses and he is authorized to dis- 
tribute, apportion or allocate these 
items if he determines that this is neces- 
sary to prevent evasion of taxes, or 
clearly to reflect the income of the con- 
trolled business. 

This section is interpreted to require 
that expenses be related directly to a 
company’s own business and not some 
other business. There is no clear defi- 
nition of control for the purpose of this 
section. What is decisive is the reality 
of the control, not its form or mode of 


9 Law Sec. 120(a): Reg. Sec. 29.129-1(d). 


exercise. If income or deductions have 
been arbitrarily shifted, a presumption 
of control arises. 

Courts recognize the fact that there is 
always a certain measure of control 
exercised by a parent over its sub- 
sidiaries. But they expect intercom- 
pany relationships to be arms length 
transactions free from sham or fiction. 
No controlled businesses need fear the 
application of this section if separate 
books and records are kept which clear- 
ly reflect the income of ‘each business; 
if there is no doubt as to the legal 
origin and existence of the separate 
units as going concerns; if the con- 
tractual relationship as to compensa- 
tion, rentals, or other payments between 
the businesses is reasonable; if pay- 
ments between the companies are com- 
parable to that paid others for similar 
services. 

In one case!” a corporation sold some 
stock at cost to a foreign corporation, 
which in turn sold it to a third corpora- 
tion at a substantial profit. All three 
corporations had a parent subsidiary 
relationship. Even though the profit 
was income from sources without the 
United States, the Commissioner used 
Section 45 to allocate the profit to the 
corporation that transferred the stock 
at cost. The constitutionality of this 
section was raised in this case, but 
without success. 

In another case! two controlled cor- 
porations arbitrarily adjusted rent due 
from one to the other below a fair 
rental. Section 45 was applied to pre- 
vent this. But a taxpayer was not held 
taxable on rent which it did not charge 
to a related company.” 

In one situation the stockholders of 
a corporation organized a partnership. 
Thereafter the corporation performed 
only the manufacturing operations of 
the business. The partnership was to 
receive a set percentage of the selling 
price. The Commissioner sought to tax 
the corporation upon the partnership 


10 Asiatic Petroleum Co. v .Com’r., 79 F(2d) 234. 


11 WWelworth Realty Co., 40 BTA 97. 


12 Tenn. Arkansas Gravel Co. v. Com’r., 112 F(2d) 508. 
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A Panel of Experts on Year-End Tax Planning 


income.!3 The Court heid that there 
was no obligation on the stockholders 
to arrange their own and the corpora- 
tion’s affairs so as to result in a maxi- 
mum tax burden. 

We know that under Supreme Court 
cases the corporate entity may be dis- 
regarded upon a finding that it is a 
fiction or a sham. Under such circum- 
stances the Court looks at the actualities 
and will sustain or disregard the effect 
of what is done, as best serves the pur- 
poses of the tax statute. 


Corporations that dissolve should 
have in mind the recent case!+ of the 
construction company that dissolved 
and transferred its business as well as 
its uncompleted contracts to its chief 
stockholder. The corporation had used 
the completed contract method of ac- 
counting for its income. The individual 
stockholder completed the contracts and 
reported the income on his individual 
return. The Treasury was sustained 
in allocating the income for that year 
between himself and the corporation on 
the basis of the percentage of the total 
cost paid by each. 


In these controlled situations the 
company has the burden of proving that 
its situation is not one to which the 
statute applies. But the Treasury will 
not be permitted to set up income where 
none exists. Nor does the statute 
specifically authorize the Treasury to 
combine the income of two or more 
companies to obtain a result equivalent 
to a computation of consolidated net 
income. Nor is the Treasury author- 
ized under this section to distribute in- 
come allocated to a corporation as divi- 
dends to stockholders. 

An inactive corporation not formally 
dissolved is now not required to file an 
income tax return.!5 This relief must 
be obtained from the local collectors. 
The corporation must show that it has 


13 Seminole Flavor Co., 4 T.C. 1215. 
14 Jud Plumbing & Heating, Inc. Vv 
IST.T, 3871. 


16 Louisville Property Co. v. Commissioner, 140 F(2d) 547. 


7, Com’r., 7 TC 629. 


17 Susan B. Carter, 9 T.C. No. 54 


18 Acampo Winery and Distilleries, Inc. v 
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Com’r., 153 F(2d) 681. 


ceased its business, has retained no as- 
sets, and has no income. 


And now a word with respect to dis- 
solved companies. Under Section 
52(a) receivers, trustees in bankruptcy 
or assignees who operate a business are 
required to file corporate returns. And 
the regulations extend the requirement 
to trustees in dissolution. So long as 
the corporation’s continued existence is 
recognized by state law a liquidating 
trustee must file a corporate return.!® 
This would be the case where upon 
liquidation by trustees there is no time 
period stated for the sale of assets, or 
where with the consent of the stock- 
holders the trustees hold on to the cor- 
porate properties until a buyer can be 
secured. 

A dissolved corporation settling its 
affairs may come under the definition 
of a personal holding company. 

If the trusteeship is created only for 
the purpose of paying the corporate 
debts, satisfying creditors, selling the 
assets and making distributions to 
stockholders, it will not be taxed as a 
corporation. 

Where the corporation’s properties 
are transferred in liquidation to the 
stockholders, and the latter operate the 
properties as a partnership, a partner- 
ship return is required. But of course 
there is the danger that the partnership 
may constitute an association taxable 
as a corporation. In a very recent court 
case a corporation on a cash basis was 
required to report all of its “accruable” 
income as of the time of dissolution.!” 


On the other hand, trustees holding 
property in a liquidation of a corpora- 
tion were permitted to carry back a net 
operating loss and recover taxes previ- 
ously paid by the corporation.!® 


This discussion would not be com- 
plete without at least a few brief words 
on the personal holding company tax. 
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This is a special surtax of 75% on so 
called undistributed subchapter A net 
income up to $2,000 and 85% on the 
amount in excess of $2,000 on personal 
holding companies. But net long term 
gains are limited to 25% for all taxes. 
When are you a personal holding com- 
pany? There are two tests, the stock 
ownership test and the gross income 
test. If 50% or more of the stock is 
owned by five or fewer persons, the 
first test is met. And stock ownership 
is determined by including constructive 
ownership mentioned connection 
with Section 24C. Under the gross in- 
come test the company qualifies as a 


personal holding company if 80% of its . 


gross income is from interest, royal- 
ties, security or commodity transaction 
gains, income from estates and trusts, 
annuities, dividends, personal service 
contracts, or from rents under certain 
conditions. 

Once the gross income test has been 
met, the company is a personal holding 
company if only 70% of its gross in- 
come is personal holding company in- 
come, unless the company does not meet 
the stock ownership test or if for three 
successive vears its personal holding 
company income falls below 70%. 

Rents are not personal holding com- 
pany income if they constitute 50% 
or more of gross income. It has been 
held that gross income does not mean 
gross receipts, but receipts reduced 
by cost of production. 

The determination of subchapter A 
net income is important. It means gen- 
erally net income less federal income 
taxes and contributions up to an addi- 
tional 10% where the maximum deduc- 
tion allowed was only 5%. 

Undistributed subchapter A net in- 
come is subchapter A net income less 
the following items: 

1. Dividends paid during the year. 

2. Dividends paid within 214 months 
following the close of the year. But this 
amount may not exceed 10% of the divi- 
dends paid during the year plus consent 
dividends credited, nor may it exceed the 
net income less dividends paid and amounts 
used or set aside to pay indebtedness 
incurred before January 1, 1934. 


8? 


3. Consent dividends. 

4. The dividend carry-over, that is divi- 
dends paid in the preceding two years in 
excess of the undistributed income in those 
periods. 

5. Amounts used or set aside to retire 
indebtedness incurred prior to January 1, 
1934. 


And now a few brief words on con- 
solidated returns. What are the ad- 
vantages of filing such returns? 

1. Losses of one company may be ofiset 
against profits of another. 

2. Intercompany profits are eliminated 
when reflected in inventories or any other 
place. 

3. There is no problem of allocating 
expenses, income and profits. 

4. Foreign tax credits may be absorbed 
against total income. 

5. Net capital gains of one corporation 
may be offset by net capital loss of another. 
On an individual return net capital loss 
is not deductible but may be carried 
forward. 

6. Intercompany dividends are elimi- 
nated. This may increase a net operating 
loss deduction. 


What are the disadvantages ? 


1. The corporation must pay an addi- 
tional surtax of 2% on net income. 


2. An operating loss carry-over from a 
separate return is good only against income 
produced by the same company. And also 
must be reduced by intercompany trans- 
actions of the type eliminated in current 
year. 

3. After first election to file a consoli- 
dated return, the Treasury can require 
consolidated returns in all future years. 

4. Consolidation requires blind consent 
to all Treasury regulations. 

5. A deficiency found by the government 
relating to one affiliate, due to error in 
computations, suspends Statute of Limita- 
tions as to all matters on entire return 
as to all affiliates until final settlement of 
deficiency. 


6. An intercompany bad debt is not 
allowed unless there is a termination otf 
creditor company’s business and operations. 

7. Opening inventory in first consoli- 
dation return must be adjusted for inter- 
company profits. 

8. Basis of assets after consolidation 
for computing gains, loss, depreciation, 
may be severely altered. All intercompany 
profits or losses on intercompany transfers 
during consolidation are removed. 
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The Taxpayer May Choose 


(.\ Check List of Elections and Selections) 
By Max Rotntk, C.P.A. 


V ITHIN certain limitations, a tax- 

payer has a wide choice as to how 
he shall earn his income and file his 
returns in order to obtain the greatest 
tax benefit under the United States in- 
come tax law. In general, the choices 
relate to the different taxable entities, 
the sources of income, the methods of 
effecting a transaction, the citizenship 
and residence of the taxpayer, the time 
when a transaction is consummated, the 
taxable periods, the methods of account- 
ing, and the methods of filing the return 
and paying the tax. 

This article lists the more important 
of these choices in the form of a check 
list for ready reference, with little at- 
tempt at explanation. The reader must 
refer to the Internal Revenue Code, the 
Commissioner’s regulations and court 
decisions for more details. 


Taxable Entities 

The taxpayer has the choice of opera- 
ting a business, or owning property, in 
the form of such taxable entity as is of 
best advantage to him, i.e., as an indi- 
vidual, partnership or joint venture, 
estate or trust, or a corporation. 
Whether it is advisable to operate as 
one or the other depends on the facts 
ina particular case. For example, in 
deciding between a partnership and cor- 


Max Rotntk, C.P.A., and a mem- 
ber of a well-known New York firm, 
was formerly a Director of our Soci- 
ety. He is presently a member of our 
Committee on Federal Taxation. 

Mr. Rolnik is a lecturer on taxa- 
tion at The City College (N. Y.) 
School of Business and Civic Admin- 
istration and at the New York Uni- 
versity Institute on Federal Taxa- 
tion, 

He is also a member of the Ameri- 
can Institute of Accountants and of 
the American Accounting Associa- 
tion. 


poration, there must be taken into ac- 
count the income tax payable by the 
partners on their share of the partner- 
ship income, as compared with the 
combined income taxes payable by the 
corporation and the stockholders. The 
subject of taxable periods and methods 
of accounting will be discussed below. 
At this point it may be noted that even 
though taxpayers are closely related, 
the taxable period and method of ac- 
counting of one taxpayer need not con- 
form to that of the other. There are 
some exceptions, first, where affiliated 
corporations file a consolidated return 
and, second, where husband and wife 
file a joint return. In these cases the 
taxable period must be the same. 

A taxpayer has the choice of arrang- 
ing his affairs so that the income which 
normally would be earned by himself 
is divided among several taxable en- 
tities, regardless of how closely related. 
This division may be accomplished by 
gift of income-producing property to 
members of one’s family; creation of 
irrevocable trusts; joint ownership of 
property by two or. more persons; by 
residence in a community property 
State ; by divorce and separation settle- 
ments (Sections 22(k), 23(u) and 
171(a), IRC); and by operation of a 
business (or ownership of income-pro- 
ducing property) by several partner- 
ships or corporations. It may be desir- 
able to have several corporations in 
order to place the income in lower tax 
brackets, or several trusts, even of one 
grantor, for the same reason. It should 
be observed that a transfer by gift or 
in trust must consist of property, not 
of the income therefrom, or of income 
from personal services; otherwise the 
income is taxable to the donor or 
grantor. 

One disadvantage of the corporate 
form is that corporations are subject to 
undistributed profits tax under Section 
102, IRC, or to surtax on personal 
holding companies. If possible, avoid 
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personal holding company status (Sec- 
tion 500, IRC). On the cther hand 
certain corporations receive preferential 
treatment, e.g., Western Hemisphere 
trade corporations (Section 15, IRC) 
and regulated investment companies 
(Sections 361 and 362, IRC). Affiliated 
corporations may be desirable because 
the loss of one may be offset against 
the profit of another on a consolidated 
return. Once they start filing a con- 
solidated return, however, they gener- 
ally must continue to do so (Section 
141, IRC). What is very important is 
that the tax basis of stock, bonds or 
debts of a subsidiary must be reduced 
by losses of the subsidiary availed of in 
the consolidated returns (Section 113 
(a) (11)). 

There are a number of rules to be 
observed as to the tax basis of property 
acquired or distributed by a partner- 
ship. The property acquired by a part- 
nership as contribution to partner’s 
capital retains his tax basis. Property 
distributed by a partnership to a partner 
takes on an aliquot part of the tax basis 
of his interest in the partnership capital, 
with the result that the property may 
change its tax basis from that of the 
partnership so far as the partner is 
concerned. 


Citizenship, Residence, Place Where 
Income Is Earned 


The taxpayer has the following 
choices as to citizenship, residence and 
place where income is earned—choices 
which will affect the tax: 

Citizens of the United States, resident 
aliens of the United States and domestic 
corporations: They are taxed on income 
where er earned. 

Residents of community property States: 
They are taxed only on their share of the 
family income determined under State law. 

Non-resident aliens and foreign corpo- 
rations: They are taxed only on income 

from sources within the United States 
(Section 119, TRC). 

Western hemisphere trade corporations : 
They are exempt from surtax (Sections 15 
and 109, IRC). 

China Trade Act Corporations: They 
have certain exemptions from tax (Sec- 
tions 116 (f), 261 to 265, IRC). 
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Foreign personal holding company: The 
undistributed income is taxed to the stock- 
holders (Sections 331 to 340, IRC). 

Foreign corporations engaged in opera- 
tion of ships (Section 231(d) IRC). 

Non-resident U. S. citizen. Exemption 
of “earned income” earned abroad (Section 
(a): ERO). 

Non-resident U. S. citizen or domestic 
corporation: Their income from business 
(or as employee) earned in possession of 
United States is exempt (Section 251, 
IRC). 

Income from countries having tax 
treaties (United States and Great Britain, 
Canada, France and Sweden) : The income 
is subject to special rules. 


Source of Income 

Because of constitutional or statutory 
exemptions or limitations on tax, the 
source of income 1s very important to 
the taxpayer. 

Unrealized appreciation: 

In the first place, unrealized appre- 
ciation in value does not result in tax- 
able income until the property is sold. 
Accordingly, the taxpayer has an op- 
portunity to select sources of income 
which give non-taxable appreciation. 
Here are some examples: 

Property which is not income-producing 
but which has future possibilities, such as 
unproductive land, oil and mineral proper- 
ties. In fact, expenses to carry these may 
be deducted against other income. 

Stocks of corporations: Those which pay 
no dividends, or small dividends, and accu- 
mulate their earnings, or which pay non- 
taxable stock dividends (Section 115 (1), 
IRC), or which pay dividends out of capital 
or out of depletion reserves. Stock divi- 
dends may be sold, if desired, at capital 
gain rates. Observe, however, possible tax 
on corporations under Section 102, IRC. 

Bonds selling ‘flat’, purchased with 
accumulated interest arrearages. Such in- 
terest when received is not income but a 
reduction of the tax basis. 

Real estate on which lessee will make 
improvements (Section 22 (b) (11), IRC). 


Exempt or other favored income: 

Many transactions produce income 
which is either exempt from tax or 
which receives other favorable treat- 
ment. The taxpaver has the choice of 
selecting favored income from among 
the following: 


Income from securities: 
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Interest on obligations of a State or its 
political subdivision. 

In case of corporate stockholder, divi- 
dends on stock of domestic corporations 
receive exemption to extent of the divi- 
dends. These received credit. 

Dividends on certain preferred stocks of 
public utility corporations are, however, 
subject to full surtax (Section 15 (a) and 
PRE): 

Income from compensation: 

Receipts under profit sharing or pension 
plans (Section 165 (b), IRC). 

Compensation for services rendered over 
36 months (Section 107 (a), IRC). 

Income from artistic work or invention 
earned over 36 months (Section 107 (b), 
IRC). 

Back pay (Section 107 (d), IRC). 

Gain or loss on sales: 

Gains on sale of capital assets held for 
more than 6 months (Section 117, IRC). 

Gains on sale of depreciable property or 
real estate held for more than 6 months, and 
used in business or for rental (Section 117 
(3), IRE). 

Gain from sale of oil and gas properties 
(Section 105, IRC). 


Method of Effecting Transaction 


Besides the choice of the taxable en- 
tity and the nature of the income, the 
taxpayer has the choice as to the method 
of effecting a transaction so as to obtain 
the most tax benefit. These choices as 
to method apply particularly to sales 
and other dispositions of property. 


Sales and other dispositions of 
property: 

The taxpayer has the choice of mak- 
ing or not making a sale or other dis- 
position of property, and of selecting 
which property to sell, taking into ac- 
count its tax basis and the period it was 
held. He can also take into account the 
fact that certain gains and losses on 
sales or exchanges of property receive 
special treatment. The following is a 
list of some of these choices. The tax- 
payer can decide whether to meet (or 
fail to meet) definitions and other re- 
quirements in order to obtain the most 
advantageous choice. 


Installment sales (Section 44, IRC). 

Sales of capital assets. Note that a 
“short sale” may enable the holding period 
to be retained. 
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Sale of depreciable property or real estate 
used j in trade or business. (Section 117 (j), 
IRC). Note that abandonment, instead of 
sale, will remove loss from total of net 
gain under that section. 

Sale of securities in order to have (or 
avoid having) wash loss (Section 118, 
RG); 


Sale to establish a gain, in order to 
obtain stepped-up tax basis on repurchase. 

Sale of stock by stockholders instead of 
sale by corporation of its assets. 

Sale at loss to strangers, instead of 
directly or indirectly to related interest 
(Section 24 (b), IRC). 

Disposition of property by contribution 
to charity, etc. This does not result in 
gain or loss, nevertheless the deduction 
for charitable contributions is based on 
fair market value at time of contribution. 

Gift of property, or transfer in trust. 
This does not result in gain or loss. How- 
ever, donor’s tax basis must be taken into 
account by donee. 

Dividends or other distributions by a cor- 
poration of property having higher or 
lower value than its tax basis. Distribu- 
tions in kind do not result in gain or loss 
to the corporation. However, stockholder 
uses value at date of distribution for deter- 
mining his income or gain or loss. 

Sale by partner of portion of his partner- 
ship interest. This may be a capital gain. 
Compare with partnership's taking in of 
new partner. 


Non-recognised gains and losses: 

The taxpayer has a choice to obtain 
(or not obtain) the advantages or dis- 
advantages of gains or losses which are 
not recognized under Section 112, IRC, 
by having the transfer, exchange, reor- 
ganization, liquidation, etc., meet (or 
fail to meet) the requirements. Note, 
particularly rules as to business purpose, 
and the definitions of “exchange”, 
“reorganization”, “securities”, “party 
to a reorganization” and “control”, etc. 
The taxpayer must consider the effect 
on the tax basis of the securities or other 
property received. In general, the basis 
of property acquired in exchange where 
no gain or loss is recognized depends 
on the basis of the property delivered 
in exchange. Similarly, the basis of 
property acquired by a corporation in 
exchange for stock or securities (or on 
liquidation of a subsidiary) where no 
gain or loss is recognized depends on 
the basis to the predecessor owner. 


805 


le 
= 
He 
SS 
ol 
ax 
in, 
ne 
ry 2 
he 
ne 
to 
+ 
re- 
x- 
wil 
me 
Qn. 
ing 
as 
er- 
nay 
pay 
lon- 
(i)... 
livi- 
vital 
tax 
vith 
in- 
ita 
§ 
yne 
or 
‘ 
eat- 
2 ol f 
ong 
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Corporate expenses, dividends and 
other distributions: 

In the case of payments by a corpo- 
ration of compensation, or dividends or 
other distributions to stockholders we 
have the following choices to be con- 
sidered in taking into account both the 
tax of the corporation and its stock- 
holders : 


Amount of compensation, interest, rent, 
ete. Reasonable amount is deductible by 
payor; entire amount recevied is income 
of recipient. 

Bargain purchase by stockholder. May 
be treated as dividends, however. 

Loans to stockholders. They, however, 
may be treated as dividends. 

Dividend payment or non-payment. 
Compare tax under Section 102 with tax 
on stockholders. 

Dividends in property having value 
higher or lower than corporation’s tax 
basis. Compare with sale of property by 
corporation. 

Redemption or retirement of stock. Note, 
however, that if in partial liquidation, it 
may be treated as dividend under Section 
115, URC. 

Distribution of property by corporation 
and its sale by stockholders. However, it 
may be treated as a sale by corporation; 
(Court Holding v. Commr., 324 U. §S 


Other choices: 
Other choices relate to the following 
matters: 

Operation as dealer or as investor (or 
trader). Choice will determine right to 
inventory, amount of carry-overs and 
carry-backs of net operating losses, deduc- 
tion of wash losses, and treatment of assets 
as capital assets (or as depreciable prop- 
erty or real estate, other than assets held 
for sale to customers). 

Purchase compared to lease of property. 
Note limitation on rental deduction (Sec. 
23 4a) C1) CA), ERC). 

Sale, compared to rental of property. 

Collection of money as advance rental, 
compared to “deposit” or “security”. 

Capitalization of corporation. Compare 
capitalization with redeemable preferred 
stock or bonds, with all common stock. In 
case of recapitalization, observe rule as to 
“business purpose”. 

Cutting of timber. There is an election 
to treat gain as capital gain (Section 117 
(kk), ERC). 

Creditor’s bid for property at foreclosure 
at amount of unpaid loan. Compare with 
bid at fair value of property. 
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Valuation of decedent's estate at date of 
death. Compare with optional valuation 
date. 

Timing of Transactions 

A very important group of choices 
concerns the time when a transaction is 
to be consummated so as'to enable the 
taxpayer to equalize income, avail him- 
self fully of deductions such as carry- 
overs and contributions, or to obtain 
advantage of long-term capital gain or 
short-term capital loss. A list of these 
choices follows: 


Sales or other dispositions of property: 
Time of sale or other disposition si 
that gain or loss will be realized in most 
advantageous period. Note possibility of 
making consignment sale, or executory con- 
tract to sell, or “short sale”. 

On installment sale the amount of pay- 
ment each year may possibly be controlled. 

Time of sale so as to obtain benefit of 
long-term classification of profit, or short- 
term classification of loss (Section 117 
Ch) RG). 

Time of sale of stock. Compare sale 
before or after dividend payment. 

Time of sale of bonds purchased flat 
with accrued interest. Compare sale before 
or aiter payment of interest. 

Time of disposition by estate or bene- 
ficiary of decedent’s accrued income (Sec. 
126° (a) (2), ERE). 

Time of disposition of installment obli- 
gations (Section 44 (a), IRC). 

Time of organization of partnership in 
order to benefit partners. 

Time of liquidation of partnership in 
order to benefit partners. 

Time of liquidation of corporation in 
order to benefit stockholders and to pre- 
vent waste of carry-overs and carry-backs 
of corporation. 

Time of sale of real estate so as to 
obtain deduction of real estate tax as such. 

Time of sale of depreciable property or 
real estate to obtain ordinary loss, or long- 
term capital gain (Section 117 (j), IRC). 
The taxpayer can also anticipate or 

defer transactions other than sales. 
Here are further examples as to timing: 
Purchases: 

Time of purchase of real estate, in order 
to obtain deduction of real estate tax. 

Time of purchase of securities, in order 
to prevent (or obtain) loss on wash sale. 

Time of acquisition of property to re- 
place that involuntarily converted (or 
establishment of replacement fund). 
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Time of purchase of stock where dividend 
is anticipated. 


Realization of other income: 


Time of receipt (or accrual) of interest, 
dividends, rent, etc., particularly from 
related interests. 

Time of receipt of distribution from 
estate in process of administration or from 
trust. Observe 65-day rule (Section 162 
(d); 

Time of settlement of claims. 

Time of receipt of back pay, so as to 
meet requirements (Section 107 (d), IRC). 

Time of receipt of compensation for 
services over 36 months, so as to meet 
requirements (Section 107 (a), IRC). 

Time of receipt of income from artistic 
work or invention, so as to meet require- 
ments (Section 107 (b), IRC). 


Incurring other deductions: 


Time of payment of interest or expenses 
to related interests (Section 24 (c), IRC). 

Time of payment (or accrual) of ex- 
penses, repairs, bonuses, medical expenses. 
Medical expenses, for example, are subject 
to limitation as to amount and percentage 
of income. 

Time of payment of charitable contri- 
butions. They are subject to limitation 
(Section 23 (0) and 23 (q), IRC). Note 
possibility of organizing a _ charitable 
toundation. 

Time of contributions to pension and 
profit sharing plans (Section 23 (p, IRC). 

Time of settlement of claims. 


Credits for undistributed profits taxes: 
Time of payment of dividends (or elect- 
ing consent dividends under Section 28 (c), 
IRC) so as to obtain credit for undis- 
tributed profits tax under Section 102, IRC. 
Time of payment of dividends (also of 
consent dividends, and deficiency divi- 
dends), liquidation gi liabilities, and re- 
demptio m of preferred stock by personal 
holding company, so as to obtain credit 
for personal holding company tax (Section 
504, IRC). 


Taxable Period 

The taxpayer has an election as to 
the taxable period. The election once 
made must be continued until permis- 
sion is obtained for change. In making 
his election, he must give consideration 
to such matters as his current and fu- 
ture income and the possibility of 
change in tax rates. The following is 
a list of the elections and points to be 
observed in connection therewith: 
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Calendar year (Section 41, IRC). 

Fiscal year. What month- end (Section 
41, IRC)? 

Change in taxable period (Section 46, 
IRC). Consider the possible waste of 
carry-backs and carry-overs, and the effect 
of annualization of the short period (Sec- 
tion 47, IRC). 


Method of Accounting 


Two taxpayers with exactly the same 
transactions may have different taxes 
because of varying elections as to the 
method of accounting for income and 
deductions. A list of ‘such elections and 
points to be observed in connection 
therewith follow: 


General methods: 


Cash basis or accrual basis (Sections 42 
and 43, IRC). 

Installment sales basis of dealers (Sec- 
tion 44, IRC). 

Long-term contract bases 


29.42-4, Reg. 111). 


Specific methods as to particular item 
of income or deductions: 


Inventory valuation: Cost; cost or mar- 
ket, whichever is lower; market, regardless 
of cost; retail method; last-in, first-out 
method (Section 22 (c) and (d), IRC). 

Bad debts : Actual — reserve method 
(Section 23 (k), IRC 

Depreciation Straight-line ; 
declining balance; units of production; 
special methods in case of mines, wells, 
and timber tracts (Section 23 (1) and 
(m), IRC; Section 29.23 (m), Reg. 111). 

Depletion methods: Cost basis; dis- 
covery value basis; and percentage basis 
(Section 23 (m), IRC; Section 29.23 (m), 
Reg. 111). 


Elections as to capitalization of items: 


Option to deduct or capitalize intangible 
drilling and development costs (Section 
29.23 (m), Reg. 111). 

Option to deduct or capitalize carrying 
charges (Section 24 (a) (7), IRC; Sec- 
tion 29.24, Reg. 111). 


Elections as to foreign income taxes: 


Foreign income tax: The tax may be 
deducted or claimed as credit against U. S. 
tax (Sections 23 (c) and 131, IRC). 

Foreign income tax of cash basis tax- 
payer: Taxpayer may accrue the tax 
(Sections 23 (c) and 131, IRC). 


Miscellaneous elections: 


Income resulting from certain reduction 
or cancellation of taxpayer’s indebtedness 
Sections 22 (b) (9) and (10), and 113 
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(b) (3), IRC). Taxpayer may exclude 
income and adjust tax basis of property. 

Recovery of unconstitutional Federal 
taxes. Taxpayer may exclude recovery and 
revise prior return where tax was de- 
ducted (Section 128, IRC). 

Amortization of bond premiums (Section 
125, IRC) 

Discount on certain government bonds 
owned by cash basis taxpayer: Taxpayer 
may accrue the income (Section 42 (b), 
IRC). 

Commodity credit loans (Sections 123 
and 113 (b) (1) (G), IRC). 


The taxpayer may request a change 
in method of accounting. Before doing 
so, he should consider the possible 
duplication of items and the possible 
waste of carry-backs and carry-overs. 


Method of Filing Returns and 
Paying Taxes 


When the taxpayer prepares and files 
his return, he has more elections, listed 


below : 

A married person may file a separate 
return or joint return of husband and wife. 
This .election is not dependent on the 
previous method used. Among other things 
to be taken into account in making the 
election are limitations on contributions and 
medical expenses, use of actual deduction 
or standard deduction, the offset of deduc- 
tions of one spouse against the income of 
the other, the possibility of changes in 
income and deductions by the Commis- 
sioner, and the fact that each spouse is 
liable for full tax on the joint return 
(Section 51 (b) and 58, IRC). 

A group of affiliated corporations may 
file a consolidated return. Observe rules 
as to possibility of filing a separate return 
although a consolidated return was filed in 
the previous year 

An individual may claim the standard 
deduction instead of actual deductions 
(Section 23 (aa), IRC). 

A casual sale of personal property or 
a sale of real property may be reported as 
an installment sale, regardless of method 
used in previous year (Section 44 (a) and 
(5), IRC): 

Back pay, and compensation earned over 
36 months may be allocated to years earned 
(Sections 107 (a), (b), and (d) IRC). 

Foreign income tax may be claimed either 
as a deduction or credit (Sections 23 (1) 
(c) and 131, IRC). 

Expenses and losses may be claimed by 
estate unless claimed as deduction for estate 
tax purposes (Sections 23 (e) and 162 (e), 
IRC; section 29.23 (a) (15), Reg. 111). 


808 


An individual may compute his tax under 
the optional method, Supplement T (Sec- 
tions 400 and 402, IRC). 

The tax may be paid in one amount or 
in installments (Section 56 (b), IRC). 

Permission may be requested to extend 
the date for filing the return. 

Permission may be requested to extend 
the date for payment of any tax installment 
(Sections 56 (c), IRC). This is particu- 
larly important where carry-back is ex- 
pected (Sections 3779 and 3781, IRC). 


In the case of additional taxes or 
claims for overassessment of taxes, the 
taxpayer has further elections: 

Taxpayer may extend the period of 
limitations on assessment and_ refund 
(Section 322, IRC). See also Section 
3801, IRC for mitigation of effect of 
limitation provision in certain cases. 

Taxpayer may appeal to the Tax Court 
and pay tax pending decision, or hold up 
payment. On the other hand, he may pay 
the tax, file claim for refund and sue in 
District Court or Court of Claims; this 
may be more desirable in view of rule in 
Dobson v. Commr., 320 U. S. 489. 

Taxpayer may change his previous elec 
tion as to deduction or credit of foreign 
income tax. 

In case of personal holding company tax, 
a deficiency dividend may be paid (Section 
S00; ERG). 

Taxpayer may obtain closing agreement 
(Section 3760, IRC). 

Taxpayer may obtain quick tentative 
refund (or credit) on account of carry- 
back (Section 3780 and 3781, IRC). 

Where tax for short period was based 
on annualization of income, correction may 
be made based on actual results of 12 
month period (Section 47 (c), IRC). 


Conclusion 


While a taxpayer may choose the 
method of earning income or reporting 
income that will result in the most tax 
benefit, every transaction must be bona 
fide. There must be observance of both 
form and substance, the spirit as well as 
the letter of the law. (Gregory v. 
Helvering, 293 U. S. 465.) In many 
cases, this is specifically, often arbitrar- 
ily, provided tor in the statute, and in 
other cases, by court interpretation. 
The following are some illustrations in 
addition to those mentioned previously : 

Expenses accrued to related interests 
and not paid to them within a specified 
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time are not allowed (Section 24 (c), 
I. R. C.). A loss, voluntary or involun- 
tary, on sales between related interests 
may not be allowed. (Section 24 (b)). 
Income and deductions may be allocated 
by the Commissioner among related in- 
terests (Section 45, IRC). Deductions 
and credits in the case of certain ac- 
quisitions of stock of a corporation, or 
of property by a corporation, may not 
be allowed by the Commissioner (Sec- 
tion 129, IRC). The corporate tax en- 
tity may be disregarded in order to 
protect the Treasury. Partnerships 
having the attributes of corporations 
are taxed as corporations. Estates or 
trusts having the attributes of corpora- 
tions may be taxed as a corporation. 
The income of certain trusts is taxable 
to the grantor (Sections 22 (a), 166 
and 167, IRC). A sale by a stockholder 
of property acquired from a corporation 
may be treated as a sale by the corpo- 
ration, particularly where negotiations 
for the sale had occurred prior to the 
acquisition by the stockholder. Bonds 
or indebtedness of a corporation may 
be treated as “stock”. The partnership 
income of one partner may be increased 
by the share of a member of his family, 
taking into account the latter’s own 
capital contribution and services; this 
capital contribution must not have been 
received from the  first-mentioned 
partner. 


Transfers of securities to certain for- 
eign corporations may be subject to tax 
(Section 1250, IRC). Undistributed 
income retained to save tax to the stock- 
holders is subject to tax (Section 102, 
IRC). Certain redemptions or retire- 
ment of stock are taxable as dividends 
(Section 115 (g), IRC). In cases of 
non-recognized gains and losses under 
Section 112, the basis of securities or 
other property received must be based 
on that delivered in exchange or on the 
basis to the predecessor owner. Money 
or property received in reorganizations 
may be taxable as dividends (Section 
112 (c) (2), IRC). Deferred income 
must eventually be reported, e.g., in the 


S947. 


case of installment sale, and on the dis- 
position of the installment obligation. 
Non-recognized gains and losses may 
eventually enter in the return because 
of the adjustment of the tax basis. 


The Commissioner has the right to 
disallow deductions that are in reality 
personal, living or family expenses, or 
capital expenditures (for example, rent 
paid when taxpayer is to acquire title) 
or distributions of dividends in the 
guise of officers’ salaries, or non-allow- 
able gifts. 


Every choice should take into account 
the taxes both of the taxpayer and re- 
lated interests (members of a family, 
affiliated corporations, stockholders) 
for the current and future periods, the 
retention or adjustment of tax basis of 
property, the possible waste of carry- 
overs and carry-backs. The choice 
should take into account possible future 
changes in tax law and tax rates. It 
should take into account not only in- 
come taxes but the gift tax and estate 
taxes. Reference should be made to the 
Interanl Revenue Code and the regula- 
tions to make sure that an election is 
made at the proper time and in the 
proper manner, and of the extent to 
which it is binding on future years. 

Finally, in exercising a choice, the 
taxpayer must bear in mind that taxes 
are not the only things that matter. 
There should be taken into account such 
matters as the taxpayer’s powers and 
satisfaction that come from ownership 
and control of property—powers and 
satisfactions which he loses when he 
parts with his property. In deciding on 
a partnership, there must be considered 
the unlimited liability of a partner and 
whether this liability can be neutralized 
by a limited partnership. When decid- 
ing on purchasing stock of a corpora- 
tion, the possibility of unknown liabil- 
ities of the corporation should be care- 
fully checked. Some choices can easily 
be made, others can be made only after 
much study in weighing the advantages 
and the disadvantages. 
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Attorney Versus Accountant 


A Professional Jurisdictional Dispute in the Field of 
Income Tax Practice* 


By Baytess A. MANNING 


URISDICTIGNAL disputes are not ex- 
J clusively the problem of labor. Ad- 
justment of professional areas of in- 
terest may be no less vexatious. The 
vigorous campaign of the American 
liar Association to stamp out the un- 
authorized practice of law by laymen! 
has not been directed solely against dep- 


BAyLess A. MANNING, the author 
of this article is a second year 
student at the Law School of Yale 
University. It originally appeared as 
a Note in the September, 1947, issue 
of the Yale Law Journal and 1s re- 
printed here with the kind permis- 
sion of that publication, because of 
the interest of the profession in the 


subject under discussion. 


redations by unlicensed “quack” prac- 
tioners, but has also sought to delimit 
the spheres of activities of responsil 
professions and quasi-professions which 
engage daily in tasks bearing close rela- 
tion to legal matters.-- Particularly con- 
troversial has been the problem of de 

lineating the relative status of the lav 

ver and the certified public accountant 
in the field of income tax practice 

Professional friction recently ignited 
into litigation in the Supreme Court oi 
New York County where the Commit- 
tee on Unlawful Practice of Law of the 
New York County Associa- 
tion lost a preliminary skirmish in the 
drive to restrict income tax practice 


) 


the legal profession.* 
In a conference between a corpora- 


* New York County Lawyers Association v. Bercu. 188 Mise. 406, 69 N. Y. S. 2d 730 


(Sup. Ct. 1947). Compare 13 Unautu. Prac. 


News, No. 2 at 18 (1947), with 83 JourNaL 


or Accountancy 453 (1947) re the principal case. 
1 The following are among the outstanding sources of general information thc 


subject of illegal practice of law and the drive to suppress it: AMERICAN Bar 
CoMPENDIUM ON UNAUTHORIZED PRACTICE OF : 
(1937); CHEATHAM, CASES AND MATERIALS 
THe Law: Business or PROFESSION ? (Re 


BRAND, UNAUTHORIZED Practice DEcIstons 
on THE Lecat Proresston (1938); CoHEN, 


ed. 1924); Tlicks Anp Katz, 
“Unauthorized Practice of Law’’ Controversy, 
The Unauthorized Practice of the Law, 5 La. 
Laymen and Lay Agencies, 
and Clie . > What Constitutes the Practice of 


Practice of Law by 


Yave kL. 
Law? 29 Catir. L. Rev. 603 (1941); Notes. 


Assox LATION, 
THE Law (1942) (cited ‘ ‘Comrespium” 


) 


RACTICE OF LAW (1934); Symposnon: Th 


Law & Contemp. Pros. 1 (1938); Baldwin, 
L. Rev. 596 (1944); Hicks and Katz, The 
J. 69 (1931) ; Comment, Attorney 


151 A.L.R. 781 (1944), 125 A.L.R. 1173 (1940), 114 A.L.R. 1506 (1938), 111 A.L.R. 19 


(1937), 108 ALL. R. ee (1936), 100 A.L.R. 
1327 (1931), 


236 (1936), 94 A.L.R. 359 (1935), 73 A.L.R. 
533 (1925). UNnaurnorizep Practice News, published quarterly by 


the American Dar pte Bs Committee on Unauthorized Practice of the Law, and the 


reports of the local and national committees 


information. 


2 These twin but not identical objectives have called for variant techniques of attack. 


in their respective journals afford current 


The campaign against the “quack” has concentrated on court action in the form of injunction, 
quo warranto, and contempt proceedings; that directed toward circumscribing the services 


of banks, insurance companies, trust companies, 
attempts at voluntary compromise through the Conference Plan. See Maxwell, Techniques 
in Preventing the Unauthorised Practice of the Law, 31 Iowa L. Rev. 301 (1946): Resh, 
Unauthorized Practice of Law-Activities of the 


etc. has had resort to judicial sanction after 


State Bar « Association, (1945] Ws. L. Rev. 


163; Sanders, P rocedure s for the Punishment or Suppression of Unauthorized Practice of 


Law, 5 Law & Contemp. Pros. 


33 (1938) ; Postwar Plan for the Suppression of U nauthor- 


ized Practice of Law, 8 TEX. B. J. 501, 526 (1945) ; 13 Unavutu. Prac. News, No. 2 at 17 
(1947). Examples of the results obtained by the C ‘onference Plan technique are collated in 


Agreement or St 


wtements of Principles or Policies. Comrenpium 94 et seq. (1942); and sec 


Maxwell and Charles, Joint Statement as to Tax Accountancy and Law Practice, 32 A.B.A 


5 (1946). 


The American Bar Association has also sought to sharpen the teeth in the state laws 
prohibiting the practice of law by laymen, and to increase the scope of proscription. The 


statutes are collected in Appendix B to Laymen Seck Amendment to Permit Them to Prac- 


810 


December 


if 

| 

t 
h 
a 
k 
A 
be 
pr 
13 
an 
in 
tre 
th, 
Be 
by 
52 
M 
(1 
RE 
Ct. 
of 

: sin 
the 
: nec 
hac 
on 
hac 
Mi: 
Th 
| 
qua 
Cou 
| 19 


Attorney Versus Accountant 


tion's lawyer and Bercu, an experienced 
certified public accountant, subsequent- 
ly enrolled as a Treasury Department 
practitioner,? a difference of opinion 
arose as to the proper method for mak- 
ing certain deductions from the cor- 
poration’s 1943 federal income tax re- 
turn,® and Bercu offered to substantiate 
his position by locating certain rulings 
with which he was jamiliar. He made 
a study of the point at issue and sub- 
mitted a memorandum to the corpora- 
tion citing the ruling which he had 


tice Law Before Judicial Court, 13 Ux 
Katz, UNAU' 


NAUTH. Prac. News, No. 2 at 5 (1947); 
THORIZED Practice oF Law 15 (1934). 


recalled? and which would permit the 
company to effect a substantial saving. 
The accountant tendered a bill for these 
services. The Lawyers Association 
br ought suit to enjoin Bercu from such 
“illegal practice of law’? and to have 
him adjudged in contempt of court. 
Denying the injuction on a proce- 
dural point,!° but admitting its jurisdic- 
tion on the contempt issue,!! the court 
reaffirmed the New York rule that the 
legislature, not the judiciary, holds the 
power to define and regulate the prac- 


) Hicks AND 
See note 29 infra in connection with the 


Association’s efforts in the iederal field, and with particular reference to the statutory back- 
ground for the principal case, see Recent Statutes, 39 Cor. L. Rev. 148 (1939). 

lor a refreshing and constructive analysis suggesting that repressive measures may not 
be the panacea either for the protection oi the public or for the economic ills of Pay legal 


profession, consult Llewellyn, The Bar’s Troubles, And Poultices—And Cures?, 
A similar approach is revealed in Morris, Legal Service, 1 


Contemp. Pros. 104 (1938). 


Law. 

Cf. Elson, The Rusheliffe Report, 13 U. or Cut. 

(1938) ; 


5 Law & 


Guup Rev. No. 4 at 35 (1941) ; Philadelphia Neighborhood Law Office Plan, id at 30. 


L. Rev. 131 (1946). 


Relationship Between the Lawyer* and Accountant, 12 Fra. L. J. 359 
Bilder, The La ever and the Accountant, [1941] N. J. Strate Bar Ass’n. YE 


EAR Book 


155; Brooker, Rip Van Winkle Awoke, Federal Tax Practice and the Lawyer, 18 Fia. L. J. 


134 (1944) ; 
ant, 18 N. Y. State Bar 
Fernald, Cooperation of the 
YEAR Book 137; Hastings, 
in the Relationship of Law and 
treatment) ; Maxwell and Charles, 


Ass’N. 


the Administration of Income Taxation, 47 Cot. L. 
17 Tenn. L. Rev. 43 (1941) ; 

(1943) ; 
i Rev. 228 (1943), 13 Forp L. Rev. 
(1944), 15 Oxia. State B. J. 1562 (1944), 7 U. or Detroit L. J. 93 
Report of the Standing Committee on Unauthorised Practice of the Law, 63 A.B.A. 
News, No. 10 at 116 (1937); 4 Unaurn. 
Prac. News, No. 11 at 130 (1938). 


Between Attorneys and Accountants, 
by Laymen, 28 Mass. L. Q. No. 4 at 36 


52 2d 27 (1943) ; Notes, 31 
MIcH. Rey. 1122 
( 


Rep. 323, 325 (1938); 3 Unautu. Prac. 
NEws, No. 9 at 98 (1938); 4 UNAuTH. 


3ULL. 67 


Donaldson, The Jnter relationship of the Lawyer and the Certified Public Account- 
(1946) (a treatment of specific problems) ; 
Accountant With the Attorney, [1941] N. J. Stare Bar Ass'n. 
ploring the Common Field, id at 147; Kripke, 
Accounting, 57 Harv. L. Rev. 433, 693 (1944) (a technical 
supra note 2; May, Accounting and the Accountant in 


A Case Study 


Rev. 377 (1947); Seidman, Cooperation 
“Tax Service” Practice 
Loeb, 315 Mass. 176, 
135 (1944), 42 


pe Bar Ass’n v. 


PRAc. 


4 New York County Lawyers Association v. Bercu, 188 Misc. 406, 69 N.Y.S.2d 730 (Sup. 


Ct. 1947). 
of 1947, 


The case is to be argued in the Appellate Division, First Departmeyt, in the fall 


5Ile had been engaged in practice as a certified public accountant in New York City 
since 1924 and had been a member in good standing of the New York State Society of 


Certified Public Accountants since 1942. 


the Treasury Department of the United States. 


In 1945 Bercu was admitted to practice before 


Id. at 409, 69 N.Y.S.2d at 732. In con- 


nection with practice before the Treasury Department, see note 29 infra. 

6A contest regarding payment by the corporataion of a city sales tax for past years 
had ended in a settlement, and the question was whether the company, which kept its books 
on an accrual basis, could deduct the amount from its 1943 income or whether such payment 


had to be allocated pro rata over the previous years when no profits were made. 
09, 69 N.Y.S.2d 730, 732 (Sup. Ct. 1947). 

7 Bercu did not restrict his search to the tax services. 
The record on appeal does not reveal the precise extent of his research. 
such rulings are made by the Income Tax Unit 
and are reported in the Internal Revenue Bulletin with the 


Misc. 406, 


in his memorandum however was an I.T.; 
of the Treasury Department, 
qualification that they only 
to Petition, Papers on Appeal, p. 20. 


“show the trend of official opinion.” 


Id. at 188 


Id. at 410, 69 N.Y.S.2d at 733. 
The precedent cited 


Principal case, Exhibit I 


8 The corporation did not pay this bill, and in the suit brought by Bercu in the Municipal 


Court it defended on the grounds that he 


1947 


had practiced law illegally. 


Judgment was for 
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tice of law,!2 and indicated that respon- suming that the statute could be read 
dent’s actions were not specifically to prohibit any practice of law by lay- 
proscribed by the statute.!3 Even as- men, however, the court concluded that 
defendant, and Bercu did not prosecute his appeal. (Decision unreported). 188 Misc. 406, 
410, 69 N.Y.S.2d 730, 733 (Sup. Ct. 1947). 

9 Bercu conceded that he had formerly rendered services of this kind, and petitioner 
also felt it to be of significance that he was not actually auditing the books or preparing 
the tax forms for the corporation. Id. at 410, 69 N.Y.S.2d at 733-4. 

10N. Y. Civ. Prac. Acr §§ 122la-c provide that action to restrain the activities of one 
illegally practicing law may be brought by the Attorney General or by a bar association 
upon proof of a written request delivered to the Attorney General at least twenty days 
before. Petitioner failed to comply with this provision, and the court held that wherever the 
inherent power to define the practice of law may be vested, the legislature is competent to 
establish procedures whereby the injunction is to be obtained. 188 Misc. 406, 412, 69 
N.Y.S.2d 730, 735 (Sup. Ct. 1947). 

11 Petitioner was faced with contrary precedents on this point. It had seemed settled 
doctrine in New York that contempt would not lie unless the layman's activities “directly 
involved” the court. Matter of Rotwein, 291 N.Y. 116, 51 N.E. 2d 669 (1943); Matter of 
New York County Lawyers Ass'n. v. Lehman, 256 App. Div. 677, 11 N.Y.S.2d 429 (1st 
Dep't. 1939); Matter of New York County Lawyers Ass'n. v. Clark, 256 App. Div. 674, 
11 N.Y.S.2d 432 (1st Dep't. 1939). However, Matter of New York County Lawyers 
Association v. Cool, 181 Misc. 718, 47 N.Y.S.2d 397 (Sup. Ct. 1944), aff'd, 268 App. Div. 
901, 51 N.Y.S.2d 640 (Ist Dep’t., 1944), aff'd, 294 N.Y. 853, 62 N.E.2d 398 (1945), seems to 
abandon this minority position and the principal case offers another precedent to the same 
effect. See CompenpiumM 36; Resh, supra note 2: Sanders, supra note 2; 13 UNautn. 
Prac. News, No. 2 at 17 (1947); Recent Statutes, 39 Cor. L. Rev. 1448 (1939). 

12 Though one of the important holdings of the case, this point is outside the scope of 
the present Note. The New York rule is in a distinct minority, and has been severely 
criticized on historical grounds as unrepresentative of the common law relation between 
the bar and the judiciary. Lee, The Constitutional Power of the Courts over Admission 
to the Bar, 13 Harv. L. Rev. 233 (1899). The decisions upon which the New York doctrine 
is predicated have also been attacked as inconclusive, fortuitously decided as a result of their 
cx parte nature, and undermined by subsequent decisions. See Kennedy, Has the New York 
Legislature the Paramount Right to Regulate the Admission of Attorneys’? 99 N.Y.L.J. 
1658, 1678 (1938) ; 99 N.Y.L.J. 434 (1938); In the Matter of Cooper, 22 N.Y. 67, sub nom. 
Matter of the Graduates, 11 Abb. Pr. 301 (1860) (see brief appended in footnotes in 11 
Abb. Pr.) ; /n re Percy, 36 N.Y. 651 (1867); People ex rel. Karlin v. Culkin 248 N.Y. 465, 
162 N.E. 487 (1928). 

The diametric position, that the judiciary has exclusive inherent power to regulate the 
practice of law, is likewise a minority view. Illinois i. or aska are among those jurisdictions 
which adopt this position. E.g., Jn re Day, 181 III. 54 N.E. 646 (1899); People ex re’. 
The Chicago Bar Ass'n. v. Goodman, 366 III. 346, * N.E.2d 941 (1937); State ex rel. 
Johnson v. Childe, 23 N.W.2d 720 (Neb. 1946). See also note 29 infra. 

The majority rule is that the judiciary possesses inherent power to regulate and define 
the practice of law, but that this may be supplemented by the Pi geke by virtue of its 
police power. See, e.v., In re Opinion of the Justices, 279 Mass. 607, 180 N.E. 725 (1932) ; 
Clark v. Austin, 340 Mo. 467,.101 S. W.2d 977 (1937). 

The subject is excellently treated in 36 Micu. L. Rev. 82 (1937); Shanfeld, The Scope 
of Judicial Independence of The Legislature in Matters of Procedure and Control of the Bar, 
19 Sr. Lovurs L. Rev. 163 (1934); Consult CompeNpiuM 60 where the cases on the court's 
inherent power are collected and Bump v. District Court of Polk County, 232 Iowa 623, 
5 N.W.2d 914 (1942), another leading case wherein an imposing mass of authority is reviewed. 

13 Prior to passage of the Piper Act, N. Y. Jupicrary Law §750(7), illegal practice 
of law rey — by criminal proceedings only. 188 Misc. 406, 416. 69 N.Y.S.2d 730, 
739 (Sup. Ct. 1947). This statute added the remedy of criminal contempt, but the principal 
case holds pe it does not broaden the substantive law, and that since the court has not 
the power to define what shall constitute the practice of law, respondent's actions must fali 
within the narrow proscriptions of the N. Y. Penar Law §$§ 270-1, 280, if he is to be adjudged 
in contempt. These provisions forbid laymen to appear in court, to misrepresent or hold 
themselves out as attorneys, to prepare certain enumerated legal instruments, to make a 
business of practicing before a court or magistrate or to furnish attorneys or counsel. It is 
not entirely clear whether the court concludes as an alternative ground for the decision 
that Bercu’s actions cannot be fitted into one of the forbidden categories, or whether it is 
content not to decide the point definitively in view of the a fortiori nature of the fin 
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Attorney Versus Accountant 


respondent’s conduct could not be con- 
sidered to constitute the practice of 
law.!* 

In analysing the conclusion reached 
in the principal case, it may be well 
first to inquire by what right the legai 
profession may lay claim to social pro- 
tection of its ‘monopoly as against lay 
intruders.!5 


The monopoly charter granted to li- 
censed members of the bar is predicated 
upon protection of the public interest.!® 
Certain minimal standards of skill must 
be maintained in the field of law, for 
fraud, error and needless litigation are 
the inevitable consequences of permit- 
ting untrained, unlicensed persons to 
advise clients in the highly technical 
matters which comprise today’s legal 
lore. Moreover, the lawyer rust be 
held to a standard of absolute respon- 
sibility and adherence to an exacting 
code of ethics as a correlative to the 


peculiar trust which is placed in him in 
his capacity as counselor, advocate and 
“officer of the court.”!” Thus, the tech- 
nical and representative nature of the 
services rendered by the lawyer de- 
mands particularized skill in the ex- 
ecution, and unimpeachable responsi- 
bility in the performance. To assure 
these, society has decreed through its 
legislatures and courts that an area of 
activities shall be reserved to a qualified 
licensed group denominated “law- 
yers. "18 


But to decide that public policy re- 
quires that a certain group of services 
be reserved to members of the bar is not 
to determine what shall be incorporated 
within this area. The courts and legis- 
latures have repeatedly sought to give 
definition to the phrase “practice of 
law’)? but priori generalizations 
have proved of little assistance in de- 
termining whether a particular service 


argument. Enumerative statutes, such as that in the principal case, are not common, the 
majority —— forbidding the “practice of law” by laymen. Hicks anp Katz, UNaAvuTH. 


Practice oF Law 8 (1934); note 2 supra. 


14188 Misc. 406, 421, 69 N.Y.S.2d 730, 743, (Sup. Ct. 1947). 

15 It is possible to proceed in terms of historical or analogic demonstrations that certain 
services or types of services have been traditionally reserved to the legal profession, and 
that the bar holds an exclusive franchise in the nature of a property right which the courts 
should protect against lay infringement. E.g., Hobson v. Kentucky Trust Co. of Louisville, 
303 Ky. 493, 197 S.W.2d 454 (1946) ; cases collected at Compenpium 24. It is suggested that 
this approach is not adequate in a social climate where all monopoly is suspect. 

16 An excellent treatment of the public’s interest in the success of the campaign against 
the unauthorized practice of law is in 28 Iowa L. Rev. 116 (1942), where the bar’s position 
is persuasively argued. See CHEATHAM, op. cif. supra, note 1 at 55; 59 A.B.A. Rep, 531 


(1934) ; 36 Micn. L. Rev. 82 (1937). 


17 The phrase is the common one and the United States Supreme Court has recently 


approved it. Hickman v. 


Taylor, 329 U.S. 495, 
footnote to In the Matter of Cooper, in the 11 Abb. Pr. 301 (N. 
Matter of the Graduates, and CoHEN, op. cit. 


510 (1947). See the historical treatment in 
Y. 1860) reprint sub nom. 
supra note 1, cc 4-6. The term is perhaps 


considerably less literally accurate today than when applied to the common law English 
courts, but it remains true that the lawyer is an important cog in the machinery through 


which justice is administered. 


18 To observe that some lawyers are not remarkable for their skill nor exemplary as 
paragons of responsibility is not to confute the policy underlying the creation of the mon- 
opoly, but to question the effectiveness of the machinery now employed in its enforcement. 


19 Consult, ¢.g., for definitions frequently approved, Eley v. Miller, 7 Ind. App. 52 


529, 


535, 34 N.E. 836, 837-8, (1893) [“(1)t includes legal advice and counsel, and the preparation 


of legal instruments .. . 


by which legal rights are secured, although such matter may or 


may not be depending [sic] in a court” | ; In re Eastern Idaho Loan and Trust Co., 49 Idaho 


280, 286, 288 Pac. 157, 159 (1930) [“(W)here... 


the legal effect [of a mass of facts and 


conditions] must be carefully determined by a mind trained in the existing laws in order to 


insure a specific result and guard against others . . 


Cases defining the phrz ase are col- 


lected at Comrenpium 50; and see Notes, 151 A.I R, 781 (1944), 125 A.L.R. 1173 (1940), 


111 A.L.R. 19 (1937) ; 33 Worns axp Purases 193: 5 
20 E.g., Grievance Committee of Bar of New Haven County v. Payne, 128 Conn. 32 


22 A.2d 623 (1941); Creditors’ Service Corp. v. Cummings, 57 R.T. 291, 190 Atl. 2 (1937) ; 
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Am. Jur. 262 ct seq. 
25 
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should be reserved to the lawwer and 
denied to the layman.?? 

The real question would not seem to 
be whether certain conduct can by 
analogy be categorized into a definition 

f “practice of law’, but whether the 
service in question is such that the pub- 
lic interest requires a particular skill 
possessed only by the trained lawyer, 
and a standard of personal responsi- 
bility which the lawver alone can guar- 
antee.?! 

An approach cast in terms of func- 
tional criteria, however, offers no me- 
chanical solution to the problem of lay 
practice in the tax field. Tax questions 


In the Matter of the Shoe Mfrs. Protective 


Yerk Certified Public 


Ass’n., 


Accountant 


peculiarly require varying degrees of 


legal and non-legal expertise,** and 


virtually the only certain statement that 
can be made is that sufficient qualifica- 
tion for the solution of one problem 
does not necessarily imply competence 
in all aspects of the next. The practical 
impossiblity of an a priori determina- 
tion of the limits of permissible activi- 
ties of lay tax consultants in general is 
reflected in the present inconclusive 
state of the law on the point.?> The 
specific role of the accountant in the 
capacity of tax consultant has been little 
litigated and the cases are equally un- 
susceptible of rationalization, but the 
295 Mass. 


369, 3 N.E.2d 746 (1936). 


Most of the authorities simply concede that each case must be decided on the particular facts 


involved. 
21 Llewellyn, supra note 2; 42 Micu. 


L. Rev. 1122 Pio44). Decisions wherein the court 


explicitly recognizes the policy criteria underlying the lawyer’s monopoly include Liberty 


344 Mo. 932, 
Crawford v. 


Mutuai Ins. Co. v. Jones, 
treatment of the precedents) ; 
k. I. Bar Ass'n. v. Automobile Service 

It is necessary, of course, 
oi a class, not an individual. The 
were left to assess post hoc the 
gaged in the practice of law. 
ciple see Jn re Brainard, 


130 S. W. 
McConnell, 173 Okla. 520, 49 P.2d 551 (1935) ; 
Ass’n., 55 R. 
that such criteria be applied in terms of the qualifications 
administrative burden would be intOdlerable if the courts 
individual qualifications of each layman assertedly en- 
lor an interesting example of the operation of this prin- 
55 Idaho 153, 39 P.2d 769 (1934), 


2d 945 (1939) (a particularly extensive 


I. 122, 179 Atl. 139 (1935). 


where a former probate judge, 


not a member of the bar, was enjoined from rendering legal advice regarding wills. 


22On this point at least, all are agreed. 


Virtually every discussion of the subject is 


prefaced by a statement that tax problems represent a seamless web of legal precepts, 


accounting principles and factual contexts. 


? 


See note 2 supra. 


23 Laymen’s activities in the tax field held not to constitute illegal practice of law: 


Merrick v. Am. Sec. & Trust Co., 107 
in advising on tax problems ) ; Groninger v. 
140 (1942) 

anenbaum v. 
before tax commissioner ). 


anunt s activities held to constitute illegal practice: 


354 Til. 


of Real Estate Tax-payers of IIL, 


271 (App. D.C. 1939) (“incidental 
Fletcher Trust Co., 
(assistance in preparing forms, and issuance of tax information Bit ie 

Higgins, 190 App. Diy. 861, 180 N.Y. Supp. 738 (1st Dep't. 1920) (appearance 


‘exe 


41 N.E2 


220 Ind. 202 


People ex rel. Courtney v. Ass'n. 


102, 187 N.E. 823 (1933) (corporate legal 


services offered in tax claims); Bump y. Dist. Ct. of Polk County, 232 Iowa 623, 5 N.W.2d 
914 (1942) (solicitation for assignments of tax refund claims); N. Y. County Lawyers 
\ss’n. v. Standard Tax and Management Corp., 181 Misc. 632, 43 N.Y.S.2d 479, (Sup. Ct. 
1943) (opinions on tax laws); N. Y. County Lawyers , —— v. Dawkins, 262 App. Div. 
36, 27 N.Y.S.2d 797 (1st Dep't. 1941), aff’d 289 N.Y. 553, 43 N.F.2d 530 (1942) (appear- 
ance before Board of Assessors) ; People ex rel. toalan: Realty Corp. v. Purdy, 174 App. 
Div. 702, 162 N.Y. Supp. 56 (1st Dep’t. 1916) (protests on tax assessments); /n re Durham, 


190 Okla. 
McConnell, 

gate possible 
(tax statute 


588, 126 
173 Okla. 5 
refunds) ; Blair v. 
interpretations ). 


P.2d 69 (1942) (tax actions procured and notices filed) ; 
20, 49 P.2d 551 (1935) 
Motor Carrier 


Crawford v. 
association contracts to investi- 
D. & C. 413 (1939) 


(taxpayers’ 
s Service Bureau, 40 Pa. 


The current temper of some members of the bar would suggest that this problem may 


he the 


note 


subject of 


supra. 


24 \ccounti ants’ activities in the tax field held not practice of law: 
(contract by accountant to handle 
237, 65 S.W. 441 (1901) (compri = on tax suit nego- 
Inc., 111 N.J.L. 67, 166, . 91 


pold, 85 F.2d 277 (App. 
Tax Court: Dunlap v. Lebus, 
tiated) ; Elfenbein v. Luckenbach 
ing of Ns ix savings plan for client) 
(C.C.A. 2d 1937) (lawyers-accountants 


D.C. 1936) 
112 Ky. 


Terminals, 


S14 


increasing clarification through litigation. 


see Humphries v. 
tax consultants), 


49 Com. L. J. 186 (1944); 


Wardman v. Leo- 
tax claims before 
(1933) (devis- 
of Int. Rev., 88 F.2d 430, 432 


a ‘differ: ut context. 
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court’s position in the principal case 
does not appear to mark a radical de- 
parture from existing precedent.?# 
Moreover, the instant decision would 
appear to be supported by application 
of the suggested functional criteria of 
skill and responsibility even though the 
services performed by respondent can 
loubtless be easily analogized to the 
“practice of law.” 

Many considerations would appear to 
lead to the conclusion that in point of 
specialized skill, the certified public ac- 
countant is competent to advise on the 

usual questions that arise in connection 
vith income taxation.2> It was inev: 


table that the income tax laws should 
adopt to a considerable extent the tech- 
niques and concepts by which the ac- 
countant arrives at computation of in- 
come,?° with the consequqence that ever 
since the ratification of the Sixteenth 
Amendment it has been the established 
custom of the business community to en- 
trust to the accountant the bulk of its 
taxation problems.?’ Aspirants to the 
status of certified public accountant 
must familiarize themselves with the 
principles of income taxation in order 
to pass the stringent examinations for 
admission to the profession.?* Further- 
more, in recognition of the rigid skill 


For two Federal cases “atl appear to approve of accountants’ rendering advice on taxation, 


see e Girard Investment Co. vy. Comm’'r. of Int. 
nied, 314 U.S. 699 (1012): Arnold v. 


Rev., 122 F.2d 843, 848 (C.C. 
Comm’r. of Int. Rev., 14 B.T. 


A. 3rd 1941), cert. 
\. 954, 970-6 (1928), 


appe ul dismissed, 38 F.2d 1011 (C.C.A. 8th 1929). 


Accountants’ activities held to constitute illegal practice of law: 
App. 243, 38 N.E.2d 349 (1941) (accountant’s 
Finance Department 
13 Forp. L. Rev. 135 (1944), 28 Mass. L. Q. 


v. United Taxpayers of America, 312 Ill. 
corporation to handle tax matters before 
loeb, 315 Mass. 176, 52 — 27 (1943) ; 


Chicago Bar Ass'n. 


Lowell Bar Ass'n. v. 


No. 4 at 36 (1943), 42 Mic. Rev. 1122 (1944), 15 Oxia. State Bar J. 1562 (1944), 


7 U. Derrorr L. J. 93 (1944) ete on tax law interpretation and adver tising legal counsel ; 


the court, however, permitting respondent to fill out income tax forms) ; 


200 N.Y. Supp. 462 (City Ct. of N.Y. 1936) 


Gilbert & Barker Mfg. Co., 160 Misc. 656, 
(interpretation of statutes for clients). 


Mande lhaum v. 


25 That certain cases regarding taxation manifestly require the dual services of the 
awyer and the accountant is undeniable, but this argument does not seem to substantiate 
= contention that lawyers should be given a monopoly of the practice any more than should 


accountants. 


26 Blough, The Role of Accounting in the 
Accountinc Metuops In IncoME TAXATION 


248 (1947); May, supra note 3; Roperts, 


Taxing Process, 22 Tuk AccOUNTING REV. 


(1940); Ballantine, Taxable Income, 40 JourNaAL or Accountancy 349 (1925). 
It may, indeed, be argued that a major source of the present confusion in this country’s 
tax laws has been the injection of the legal approach at the expense of accounting principles. 


It has been said that * 
a judicial proceeding. As far ¢ 
has been turned into a legal battlefield.” 


‘The collection of the revenues is primarily an administrative not 
the F ‘ederal i income tax is concerned, a field of administration 
3 Jornt Committee REPoRT ON INTERNAL REVENUE 


Taxation 2, 3 (1927), cited in May, supra at 386. To the extent that this is true, the 
solution would not seem to lie in further extension of the role played by the legal profession. 
27 May. supra note 3: Report of the Standing Committee on Unauthorized Practice of 


the Law, 70 A.B.A. Rep. 257, 
Tax Course. for General Practitioners, 29 


or N.Y.., 


259 (1945); Vernon, 
A.B.A.J. 516 (1943); 7 Ass’x. OF THE Bar 
on Topics 3 (1929); 
Wm. R. Donaldson, Papers on Appeal, p. 248. 


American Bar Association to Sponsor 


principal case, app. I to Affidavit of 


28 Communication from the American Institute of Accountants to the Yale Law Journal, 
July 24, 1947. Principal case app. C to Affidavit of Wm. R. Donaldson, Papers on Appeal, 


p. 147. 


_ 29 Treas. Circ. 230, 1 Fep, Rec. 1413 (1936) 
of Practice, 26 Cope Fep. Recs. § 701.2 (1938). 


Tax Court of the United States Rules 
If such representation be considered to 


constitute the practice of law, and if it be assured that the judiciary is vested with inherent 


power to define and regulate the practice of 


law, it can then be argued that, under the 


doctrine of separation of powers, the legislative and administrative branches are under a 
disability to authorize appearance by laymen in a representative capacity before these quasi- 


judicial bodies. This argument by the bar 
Chicago Bar Ass’n. v. United 
(1941) (Finance Dep't.) ; 


1947 


Taxpayers of 


associations has been effective in some states. 
America, 312 Ill. App. 243, 38 N. E.2d 349 
People ex rel. Chicago Bar Ass'n. v. Goodman, 366 Ill. 346, 
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standards of the profession and its rele- countant practitioners*’ and the longer 
vancy to taxation questions, the Fed- experience in income tax administra- 
eral government has for years permitted tion in England, where the accounting 
approved certified public accountants profession occupies the field of taxa- 
to appear in behalf of clients before the _ tion to the virtual exclusion of the bar, 
Treasury Department and the United would clearly appear to attest to the 
States Tax Court.2? The successful ex- qualifications of the accountant in this 
perience of these agencies with ac-  respect.*! 

8 N.E.2d 941 (1937) (Workman’s Compensation Board): State ex rel. Johnson v. Childe, 
23 N. W.2d 720 (Neb. 1946) (Railway Commission) ; 31 Mrxn. L. Rev. 288 (1947), 95 
U. Pa. L. Rev. 218 (1946) ; note 12 supra. The result, of course, is that only members of the 
bar may engage in practice before these agencies. For a reaction from the layman, see Zoll, 
The Childe Case and Its Significance to the Non-Law yer Practitioner, 14 I.C.C. Pract. 
J. 38 (1946). 

It is frequently said that the U. S. Supreme Court has held that Federal administrative 

age may permit lay practitioners to appear before them. Goldsmith v. U. S. Bd. of 

Tax Appeals, 270 U.S. 117 (1926). The Court in that case, however, merely upholds the 
power of the agency to exclude those whom it considers unqualified and declines to issue a writ 
of mandamus ordering petitioner's admission to practice. It has been suggested that the bar 
should press a test case to a conclusive result. Micon, The Case of Unauthorized Practice of 
Law, 32 A.B.A.J. 684 (1946) ; Brooker, supra note 3. 

De: the legislative front too, the American Bar Association has supported measures 
designed to restrict the latitude given federal agencies in the choice of their practitioners. 
The results so far have not been successful. Attempts include H.R. 4798, 76th Cong., Ist 
Sess. (1939), and amendments proferred to the Federal Administrative Procedure Act 60 
Srat. 240, 5 U.S.C.A. §1005(a) (Supp. 1946) but all such proposals have died in committee. 
Micon, supra; Report of Standing Committee on Unauthorized Practice of Law, 70 A.B.A. 
Rep. 257 (1945). 

The current effort is H.R. 2657 ‘Administrative Practitioners Act,” now before the 
Committee on the Judiciary. Administrative Practitioners Act: Association Offers Bill to 
Regulate Admissions, 33 A.B.A.J. 307 (1947); Otterbourg, Statement on Administrative 
Practitioners Act, 13 UNautH. Prac. News No. 2 at 1 (1947). For a different view, see 
Statement of American Institute of Accountants Before the Committee on the 
Judiciary Urging Amendment of H.R. 2657. See also Laymen Seek Amnedment to Permit 
Them to Practice Law Before Judicial Court, 13 UNautH. Prac. News No. 2 at 5 (1947), 
where it is argued that the Tax Court has become a de facto judicial body, that H.R. 3214 
will make it a court de jure, and that laymen should not be permitted to appear before it. 

30 Evidence that the present system is satisfactory would seem to lie in the consistent 
refusal of Congress to close this field to the accountant. Note 29 supra. It is also of signifi- 
cance to note that non-accountant laymen seeking to practice before the Treasury Depart- 
ment are examined for their knowledge of accounting subjects, questions being drawn from 
the American Institute of Accountants examinations. Principal case, Appendix G to Affi- 
davit of Wm. R. Donaldson, Papers on Appeal, p. 232; Communication to the YALE L. J. 
from the American Institute of Accountants, July 24, 1947. The consistent opinion of tax 
administrators and students of tax administration has been that accountants are qualified 
for this type of practice. See 1 BENJAMIN, ADMINISTRATIVE ADJUDICATION IN THE STATE 
oF New York 117-8; 4 id. 36-8, 283-4 (1942). As to the public’s satisfaction with the 
accountant’s services, see Annual Report of the Committee on eres Practice of the Law 
for 1943-1944, [1944] AssociATION OF THE BAR OF THE City oF NEw York, YEAR Book 300. 

31 MAGILL, PARKER AND Kinc, A SUMMARY OF THE BrITISH Tax SYSTEM, WITH 
SPECIAL REFERENCE To ITS ADMINISTRATION (1934); Halsey, The Position of the Public 
Accountant in relation to Business and Government in Great Britain, [1943] Dickinson 
Lectures tn AccouNTING 51; principal case Appendix B to Affidavit of Wm. R. Donaldson, 
Pape rs on Appeal, p. 129. 

2 The status of certified public accountant was first established in New York by statute 
in 1806, May, supra note 3. A brief history of the profession is given in Appendix B 
to Affidavit of Wm. R. Donaldson, Papers on Appeal (principal case) Pp. 29. 

33 CAREY, PRoFEsSIONAL EtHics oF Pupittc AccouNTING (1946); Carey, The Realities 
of Professional Ethics, 22 THe AccounTinG Rev. 119 (1947); Maxwell and. Charles, supra 
note 2 at 7; and see R. W. Hart & Co. v. Harris, 183 Okla. 588, 83 P.2d 565 (1938), where 
‘adicia! recognition is given to the fact that accountants practicing before the Trez ASUuTy 
Department are held to the lawyer’s code of ethics. 

34+ This problem of circumscribing the accountants’ activities will probably become even 
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The requirement of responsibility 
would also seem to be fulfilled insofar as 
the certified public accountant is con- 
cerned. Although the profession is a 
relative newcomer’? it has earned for 
itself a prestige of reliability which 
ranks with that of the time-honored call- 
ings, for the essence of the function 
of the certified public accountant is the 
reliance which others may place upon 
his word. Admission to the profession 
is limited to those of approved charac- 
ter, and the American Institute of Ac- 
countants exacts adherence to a canon 
of ethics which in many respects paral- 
lels that for the lawyer.?3 In a business 
economy which operates on confidence 
in the reliability of certification by the 
public accountant it would be difficult 
to enjoin the accountant from rendering 
advice in the income tax field on 
grounds of lax ethical standards. 

Clearly the accountant is not to be 
given carte blanche to advise clients on 
matters outside the purview of his 
specialty.54 The presumption, however, 
always operates against monopoly, and 
the bar, when seeking to invoke judi- 
cial sanction to prohibit laymen from 
performing certain services, must 
shoulder the burden of demonstrating 
that those services can be properly 
rendered by the legal profession alone. 
Tested by the criteria of skill and 
responsibility, an experienced certified 
public accountant would seem amply 
qualified to advise his clients on a tax- 
ation point which the Supreme Court of 
the United States has expressly char- 
acterized as primarily a problem in ac- 
counting.35 

While the result in the specific case 
can be approved on the basis of a 


more difficult as tax considerations become 


functional analysis, it must be recog- 
nized that the court, in refusing to cate- 
gorize Bercu’s activities as constituting 
the “practice of law”, thereby commits 
itself to the position that all non-law- 
vers, regardless of qualification, are 
privileged to perform similar services. 
But this result is rendered inevitable 
only because it is beyond the power of 
the court to limit its decision to the 
competency of the certified public ac- 
countant where the statute treats the 
problem solely in terms of a lawyer-lay- 
man dichotomy: 7.e., forced to choose 
one of the alternatives, the court is not 
at liberty to classify further and to 
discriminate within the generic classi- 
fication of “laymen” so as to deny to 
one group of non-lawyers that which 
it grants to another. The legislative de- 
partment is under no such disability. If 
the public interest is found to be threat- 
ened by the activities of unqualified 
persons in the tax field, it is com- 
petent for the legislature to prohibit 
unqualified laymen from engaging in 
tax practice while recognizing the spe- 
cial qualifications of other laymen. But 
in the absence of such legislative ac- 
tion, the policy of excluding from tax 
practice those who are incompetent 
should not be crudely effectuated by 
judicial exclusion of those who are com- 
petent. 


Such services as those performed by 
respondent Bercu fall within an area 
held in common tenancy by the legal 
and accounting professions. Where 
there is such an overlap in professional 
jurisdictions, the proper forum for the 
arbitration of competing skills is the 
market place, not the court room. 


increasingly enmeshed with fiscal and legal 


considerations in the making of daily business decisions. The difficulty of such separation, 
however, does not seem to justify the exclusion of the accountant from performing those 


services for which he is qualified. 


35 Questions of accounting are questions of fact and not of law. Dobson v. Comm’r 
of Int. Rev., 320 U.S. 489 (1943); Paul, Dobson v. Commissioner: The Strange Ways of 
Law and Fact, 57 Harv. L. Rev. 753 (1944) ; 9 Mertens, LAw oF FeperAL INcoME TAx- 
ATION § 51.19 (Supp. 1947). “Accrual” is an accounting question, and principles of account- 
ing lead to the conclusion that tax liability does not accrue while being contested, but only 
upon adjudication. Dixie Pine Products Co. vy. Comm’r of Int. Rev., 320 U.S. 516 (1944). 
It may be noted, too, that this was the opinion ventured in Bercu’s memorandum in 1943. 
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Problems in Foreign Trade Accounting 
By Avgert G. Fiume_, C.P.A.* 


ane postwar period has not amelio- 
rated conditions that arose in for- 
eign trade as a result of the war now 
over two years concluded. In fact, this 
late date marks a new epoch in perplex- 
ing problems for management and ac- 
countants alike. How to present true 
and realistic statements of condition and 
operation to stockholders and the public 
is a challenge to all manufacturing and 
trading companies whose investment in 
foreign subsidiaries is substantial. 

In the prewar period, the ordinary 
rules governing the consolidation of 
earnings, assets and liabilities of these 
foreign companies with those of their 
parent were well established and suf- 
ficient. The free interchange of money 
and goods between countries placed 
no bar to their complete inclusion in 
consolidation with the parent company 
and other domestic subsidiaries in which 
it held a like degree of majority owner- 
ship. 


The Need for Re-Examination of 

Accounting Principles 

Governing the Consolidation 

of Foreign Companies 

In December of 1939, the American 
Institute of Accountants, in its bulletin 
No. 4 on Foreign Operations and For- 
eign Exchange, pointed out that, “The 
disturbed conditions abroad, and the 
uncertain future, make it necessary to 
reconsider the accounting treatment of 
assets, liabilities, losses, and gains in- 
volved in the conduct of foreign busi- 
ness, and included in the financial state- 


ALBERT G. Friume, C.P.A.. has 
been a member of the Society since 
1940, and has served on various 
committees including the Commit- 
tee on Foreign Trade Accounting. 
He also holds membership in the 
National Association of Cost Ac- 
countants. 


* Achnowledaqment is made of the assistan 
port, C.P.Al., and Carol F. Hall, C.P.A., in the 


ments of United States’ companies. It 
is clear that in many cases in whicl 
statements of foreign subsidiaries have 
been consolidated with statements of 
United States companies, this practice 
can no longer be followed”. 
Subsequently, the Securities and Ex- 


+ 


change Commission, recognizing the 
special problems that had arisen, amp 
‘ified Art. 4, Regulation SX (dealing 
with consolidated statements) by a 
series of accounting releases. No. 11. 
dealing with consolidation of Foreign 
Subsidiaries with Domestic Corpora- 
tion, was released January, 1940. Re- 
lease No. 42 (dealing with disclosure 
of reserves established to provide for 
losses arising out of war conditions) 
was published in January, 1943. This 
particular release points out that Rule 
3-06 of Regulation SX requires there 
shall be added “such further material 
information as is necessary to make the 
required statements, in the light of the 
circumstances under which they are 
inade, not misleading”. 


Determining the Nature of 

Consolidation Required to 

Effect Full Disclosure 

Many United States companies hold 
substantial investments in Canadian 
subsidiaries. Let us consider the pres- 
ent exchange restrictions, and try to 
determine what degree of consolidation 
is possible in order to reflect the true 
earnings and statement of condition. 

The restriction placed by the Can- 
adian Government during the early days 
of the war on transmission of funds for 
dividend payments was determined by 
an amount not in excess of the subsid- 
jary’s annual profit, less that portion of 
excess profit tax subject to later refund. 
These restrictions have continued. 
However, another element has been 
recently added—a 5% withholding tax 
on dividends. Thus it will be noted that 
nearly all of the earnings of a Canadian 
and suggestions given by Louis 
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subsidiary could be withdrawn by divi- 
lend payments. It would seem logical 
therefore, to consolidate the Canadian 
profit and loss statement with that of 
its parent, but before so doing, it seems 
equally incumbent to provide for the 
withholding tax that will be deducted 
when dividends are transmitted. We 
suggest that a reserve equal to 5% of 
the annual income, not yet transmitted 
in dividends, be set up on the books of 
the parent company (where the parent 
company takes up the profit and loss 
of the subsidiary companies) whilst the 
offsetting debit would be in reduction 
of the recorded earnings of this sub- 
sidiary. Subsequently, when dividends 
are received, the amount of withholding 
tax deducted therefrom is properly 
chargeable to the aforesaid reserve. 
Having consolidated the Income Ac- 
count, the related Balance Sheet also 
requires inclusion in the consolidated 
statements. How shall this be effected ? 
When we consider the restrictions and 
limitations on the amount of money 
that may be withdrawn from this Can- 
adian company, are we justified if we 
adhere to the tradition of combining the 
U. S. dollar value of its assets and lia- 
bilities in the conventional manner of 
combining current assets and current 
liabilities by class with like subdivision 
and classes appearing on the holding 
company’s Balance Sheet? Would not 
such treatment be equivalent to the in- 
clusion in the current assets of any 
domestic company the amount of money 
it had deposited with the local city 
government to maintain a subway tun- 
nel or a storage space franchise? Or 
including therein the amount of money 
it had deposited with a landlord to in- 
sure its leasehold obligations ? 
Assuming the equity in the foreign 
subsidiary is a substantial proportion 
of the net worth of the parent company 
and further assume that the ratio of 
current assets to current liabilities of 
this subsidiary is greatly in excess of 
that of the parent company. should we 
improve the ratio by including in con- 
solidation in the conventional manner 
these “frozen” subsidiary assets? Are 
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we justified in worsening this ratio 
when the parent company has the same 
relative equity in the subsidiary but 
with the reverse condition in its work- 
ing capital ? 

We would advocate that under these 
conditions the current assets of this 
Canadian subsidiary should be excluded 
from those of the parent company on the 
consolidated balance sheet, and placed 
in the classification of: 

“Deposits & Other Assets” 
“Current Assets of 
Canadian Subsidiary $...... 


The current liabilities also should be 
excluded from those of its parent and 
recorded in the balance sheet under a 
special classification; i.e., “Foreign 
Subsidiary Liabilities’, and under this 
heading : 

“Current Liabilities— 

Canadian Company, Ltd. $....” 


The fixed assets, (land, building, and 
machinery) could be recorded with like 
assets appearing on the consolidated 
balace sheet, since there is no intention 
to convert them into cash now or at 
some future date. 

Since there has been included in 
income for that year the earnings of 
the Canadian company which may be 
transmitted by way of dividends, it 
would seem that this amount could be 
consolidated with the earned surplus 
reported for the parent company. 

An alternative treatment of balance 
sheet consolidation might be to record 
the parent company’s share of net worth 
under the heading: 

“Investments In and Advances 

to Subsidiaries” 
(Consolidated as to Income) 
“Canadian Company, Ltd. $..... ‘ 


” 


However, if this selection is made, it 
would probably require an explanation 
of the makeup of the net worth in the 
letter to shareholders accompanying the 
statement. 

Examining the Validity of the 
Proposed Method of 
Consolidation 
At this point some pertinent questions 
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will have arisen regarding the suggested 
treatment of consolidation. Let us ex- 
amine a few. 

Why should there be deducted from 
the total yearly earnings of the sub- 
sidiary the withholding tax rate applic- 
able to dividends when there may be no 
intention to have the subsidiary declare 
a dividend ? 

It is a rule of accounting that con- 
solidated earning statements should be 
so drawn that they show the results of 
the operations of a group of companies 
as though they were one company. 
Therefore, if the total earnings of this 
subsidiary were to be transmitted to 
the parent company through dividends, 
the maximum income that could be 
taken into consolidation would be those 
total earnings converted to American 
dollars minus withholding tax. Would 
the mere intention to declare no divi- 
dends warrant the reporting of larger 
earnings than otherwise ? Would this be 
full disclosure of operating earnings ? 

If no dividends were declared during 
a particular year and the withholding 
tax law be subsequently repealed, the 
reserve previously set up could be either 
brought into surplus through the profit 
and loss account or directly transferred 
to surplus according to the custom of 
the company in reporting income ap- 
plicable to prior years. 

Another question: Why consolidate 
the statements of foreign subsidiary 
companies ? 

In order to give the parent company 
shareholder a clearer picture of the 
operations of the company as a whole. 

3efore attempting this, certain con- 
ditions must be fulfilled before con- 
solidation is desirable : 

(a) The parent company should be 
more or less in the same line of manu- 
facture or trading as its foreign sub- 
sidiary. 

(bb) This parent should not be merely 
a holding company whose earnings 
depend upon dividends from invest- 
ments in the stock of other companies. 

(c) It should have a substantial in- 
vestment in the foreign company and 
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direct its operations in the same way it 
directs the operations of its own branch 
factories. 


(d) There must be a reasonably free 
interchange of money between the 
countries. 

Where all of these conditions are met, 
it seems quite obvious that a truer 
picture of the operations of the parent 
company will be shown by consolidation 
rather than by treating its holdings of 
the foreign company as investments 
even if separate statements of the for- 
cign company are included. It relieves 
the shareholder of the necessity of 
making the consolidation for himself 
and this we deem is an unfair burden. 

Why should there not be included 
among the current assets of the parent 
company the converted value of un- 
restricted cash that might be used in 
payment of dividends ? 

If this unrestricted cash is not in 
excess of the total current liabilities of 
the company, we believe that no attempt 
to bring any part of it into the current 
assets of the parent company should be 
made since it will be used primarily to 
offset these liabilities. However, if any 
circumstances should arise in which the 
amount of cash is in excess of the sub- 
sidiary’s current liabilities and also in 
excess of the year’s earnings, the 
amount by which cash exceeds current 
liabilities and not in excess of the 
annual earnings might reasonably be 
added to the current assets of the parent 
company. However, this condition 
seems remote. 

Should not a provision for taxation be 
made on the books of the parent com- 
pany for the undrawn portion of the 
surplus of the foreign subsidiary com- 
pany not vet brought down in the form 
of dividends? 

Where an American company has 
not drawn down all of its earnings in 
dividends to the date when the surplus 
was frozen by the Canadian Govern- 
ment, it might be well to make a pro- 
vision taxwise for this undrawn sum. 
but it is felt that this provision should 
be a segregation of consolidated sur- 


December 


mot 
Can 
met 
char 


The 

© 

A 
cony 
into 
rate: 
an 
unof 
rate, 
is th 
owne 
try. 
ties ( 
to liq 
Exch 


194 


te 
SI 

al 
re 
di 

se 
cl 
R 

19 

the 
the 
the 

to 

of 
car 

11’ 
thi: 
rec 

tak 
sha 
loss 

div: 
thre 

this 
that 


Problents in Foreign Trade Accounting 


plus rather than a charge against con- 
solidated profit and loss. It is difficult 
to forecast any change in the federal 
tax rate between two countries, and 
since on 10-K reports, equities in the 
surplus of all subsidiaries are reported 
and surplus itself is in the nature of a 
reserve. Therefore, unless there is 
grave danger of depleting surplus by 
dividend payments, no special provision 
seems needed in order to make full dis- 
closure of the condition of the company. 


Recording Fluctuations in 

Foreign Exchange 

Prior to the middle of the year in 
1946, Canadian exchange was fixed at 
a discount of approximately 10% from 
the U.S. dollar; in other words, 90¢ to 
the dollar. Early in July of that year, 
the valuation of Canadian money went 
to par. This should increase the value 
of Canadian assets in terms of Ameri- 
can dollar valuation approximately 
11%. The question arose: How shall 
this apparent increase in valuation be 
recorded in consolidation? Shall it be 
taken up as a foreign exchange gain, or 
shall it be set up as a reserve for future 
losses or until such times as enough 
dividends have been brought down 
through future years’ earnings to make 
this gain “realized”? It would appear 
that under the conditions under which 
money may now be transmitted from 
Canada, that the more conservative 
method would be to reserve this ex- 
change credit, and use it as above. 


The Relationship of the 

Official Dollar Rate to the 

“Free Rate” 

As a result of the restriction on the 
convertibility of the Canadian dollar 
into foreign exchange, two exchange 
rates for Canadian dollars are quoted— 
an official rate, now at par, and the 
unofficial, or “free rate’. The unofficial 
rate, (now at a discount of 7 to 10%), 
is that applving to deposits in Canada 
owned by a non-resident of that coun- 
try. These non-residents owning securi- 
ties or other property in Canada are free 
to liquidate their assets, but the Foreign 
Exchange Board will not give them 
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U.S. dollars against the Canadian cur- 
rency derived from the sale of their 
assets. Consequently, they must seek 
purchasers for this money outside of 
Canada, and the only way they can 
free these dollars is to sell them to 
another non-resident who might have 
use for them in that country, such as 
American tourists or prospective in- 
vestors. Consequently, since the amount 
of money available is a very small pro- 
portion of the total of foreign exchange 
transactions, a large difference exists 
between the official rate and the so- 
called “free rate’, which should not be 
taken as an indication of the general 
strength or weakness of Canadian 
funds. Therefore, it would seem logical 
that this free rate need not be considered 
in appraising the valuation of Canadian 
assets. 


Minority Interests in 

Foreign Subsidiaries 

Many companies operating in for- 
eign countries find it expedient to 
finance in part their investments in 
foreign subsidiaries by allowing local 
investors there to have a small measure 
of ownership either by way of a pre- 
ferred stock issue or a portion of the 
ordinary shares. It is an advantage also 
to have on the board of that foreign 
company, representative local residents 
to represent its minority interests. 

If such a company happens to be lo- 
cated in a country where the parent 
company may withdraw total yearly 
earnings, a question arises as to how 
shall we record the minority interests in 
the consolidated balance sheet where 
there is an interchange of goods on a 
permit basis involving a profit, between 
the parent and subsidiary. 

It is a rule in accountancy that all 
inter-company profits should be elimin- 
ated in consolidation ; but if this inter- 
company profit is eliminated, it neces- 
sarily reduces the recorded equity that 
the minority shareholders have in the 
company. This, we believe, is not a full 
disclosure of the facts. 

Therefore, it is suggested that, having 
eliminated the inter-company profits in 
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inventory from the operating statement 
of the consolidated companies, this re- 
duction, while properly evaluating con- 
solidated inventories on the balance 
sheet, adversely affects the minority 
interests of the foreign subsidiary. It 
would appear that this distortion could 
easily be corrected by adding back to the 
minority interests any diminution that 
had occurred by reason of the aforesaid 
elimination, whilst its offset should be 
in reduction of the surplus available to 
the shareholders of the holding com- 
pany. 

To determine the total amount of 
equity of the minority interests is rela- 
tively simple since the true equity can 
be readily calculated from the converted 
balance sheet of the subsidiary company 
before consolidation, and any difference 
therein that arose by reason of inter- 
company profit elimination may _ be 
adjusted. 

Therefore, we suggest that the 
amount necessary to restore the value 
of the minority interest to its legal 
equity would be an entry on the con- 
solidated balance sheet as follows: 

Debit Consolidated Surplus $...... 

To Minority Interest in 
Surplus 

This deduction from consolidated 
surplus might be shown in as a figure 
captioned : 

“Adjustment of Minority Interest 
Due to Elimination of Inter-Company 
Profits 

By this entry, there is a complete 
restoration of the legal equity of the 
minority shareholders. At the same 
time, we have recognized the principal 
that profits are not earned merely by 
interchange of goods between com- 
panies at successive price increase. It 
also portrays a truer picture of the 
equity of the majority shareholders in 
the business, since full provision has 
been made for the company’s liability 
to the minority shareholders of its sub- 
sidiary. 

Unfortunately, this is not a problem 
solely confined to foreign trade account- 
ing, but it is brought thereby more 
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clearly into focus by reason of its im- 
portance in foreign trade relations. 


Accounting for Income of 

Companies Located in the 

War Area 

At the outbreak of the war, it became 
evident that the properties of majority- 
owned subsidiaries in foreign countries 
(either in allied or enemy territory) 
were in serious danger of destruction. 
Many holding companies which had 
formerly carried the investment in these 
foreign subsidiaries at equity value (by 
taking up their share of profit and losses 
when earned, rather than through divi- 
dends when paid) reduced their invest- 
ment therein to a cost basis, by writing 
off from their earned surplus the ac- 
cretion between cost and the accum- 
ulated earnings not yet transmitted in 
dividends. 

In many instances, these properties, 
especially in the allied countries, were 
not harmed during the war. There has 
also been a limited restoration of the 
privilege of transmitting monies there- 
from. However, most holding com- 
panies continue to favor the carrying 
of the investment at cost and report in 
consolidated income only such earnings 
as had been received in dividends. This 
is especially true with subsidiaries lo- 
cated in England and Australia. How- 
ever, the reserves of gold and U.S. 
dollars in those countries have declined 
substantially in this year and with the 
continued prospect of even further de- 
cline, will probably preclude for a long 
time the complete consolidation of the 
statements of those companies with 
those of their parent. 

Hence, it would appear that any 
domestic company having such an in- 
vestment, should continue to measure 
its earnings only by the amount of 
dividends received during an account- 
ing period. 


Anomalies in Taxation on 
Income from Foreign 
Subsidiaries 


In addition to the many accounting 
problems that confront United States 
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companies in the operation of certain of 
its foreign subsidiaries, the problem of 
double taxation on income is probably 
the most onerous. 

As an example. such a company do- 
ing business in the Commonwealth of 
Australia through the medium of a 
subsidiary must run the gauntlet of the 
following taxation before it received 
any income on its investment. The 
subsidiary will pay Australian Federal 
taxes consisting of normal tax, super- 
tax, wartime company tax, and undis- 
tributed profit tax, and in addition, 
when it transmits money to its parent 
by way of dividends, it must withhold 
a federal tax thereon amounting to six 
shillings in the pound, or 30%. 

However, if this company operated 
there as a branch, it would be subject 
only to the Commonwealth taxes and 
the profits might be transmitted without 
the 30% withholding tax. 

This was also true, even for United 
Kingdom companies owning subsid- 
iaries in Australia. 

However, in October, 1946, an agree- 
ment was reached between the United 
Kingdom and the Commonwealth of 
\ustralia, whereby this inequity be- 
tween branch and subsidiary operation 
was corrected. A United Kingdom 
company now may carry on business in 
\ustralia through a subsidiary and divi- 
dends may be received therefrom ex- 
empt from withholding tax. provided it 
is wholly owned (less directors qualifv- 
ing shares). 

Where all the shares other than direc- 
tors qualifying shares are not benefi- 
cially owned by the United Kingdom 
resident company, the rate of tax on 
dividends paid to it and other United 
Kingdom residents would be one-half 
the normal rate. 

Prior to the enactment of this law, 
the Prime Minister of Australia advised 
Parliament that one of the biggest ob- 
stacles which has hindered the British 
industrialist from extending his enter- 
prise into Australia, or from expanding 
his business already established in that 
country, was the heavy weight of the 
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combined United Kingdom and .\us- 
tralian taxes on the profits and on divi- 
dends paid out of these profits where 
the Australian business is carried on 
through the medium of a separate sub- 
sidiary company. The Australian Goy- 
ernment, in realizing this obstacle, must 
also realize the same obstacle is deter- 
rent to the American industrialist and 
may in time accord a similar measure 
of relief. 

Lastly, we have another anomalous 
situation in the Australian tax laws af- 
fecting operations of subsidiary com- 
panies. Section 17-1 of the Australian 
Wartime Company Tax, reads as 
follows: : 

“A holding company may elect, in the 
manner and within the time prescribed, 
to have all its subsidiary companies treated 
as branches of the holding company and 
thereupon those subsidiary companies shall, 
for all the purposes of this act, be treated 
as branches of the holding company and 
no separate assessment shall be made in 
respect | of any of those subsidiary 
compaimies. 


Apparently, some tax saving might 
be made by making this election, but 
under Subdivision 2 of the Act, it states. 
“Any election made under this section 
in respect of an accounting period shall 
also apply to every subsequent account- 
ing period and shall not be revoked 
without the consent of the Commis- 
sioner.” 

Therefore, it would appear that if 
this election was made, the apparent 
saving in wartime company tax on the 
Australian company might be more than 
offset by the possibilitv that the pay- 
ment of these taxes made by the Aus- 
tralian company would not be regarded 
as a distribution of profits taxable in 
the hands of the recipient shareholders. 

The current propaganda against this 
country’s interest in International 
Trade, together with foreign countries’ 
inability to obtain dollar exchange for 
needed importations brings in its wake 
many problems. A solution of them 
may be reached in the clearer light of 
a not too distant day. 
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A Discussion of Accounting Research 
Bulletin No. 28 


(Accounting Treatment of General Purpose Contingency Reserves) 


By W. Homer C.P.A. 


ea No. 28 of July 1947, is- 
sued by the Conimittee on Account- 
ing Procedure of the American Institute 
of Accountants, deals with the Account- 
ing Treatment of General Purpose Con- 
tingency Reserves. The committee had 
previously issued two bulletins, No. 13 
and No. 26, dealing with Accounting for 
Special Reserves Arising Out of the 
War and the Accounting for the Use 
of Special War Reserves. The commit- 
tee states in the introduction of this 
3ulletin No. 28 that it has left for 
future consideration and possible defini- 
tive treatment many aspects of re- 
serves including inventory reserves, 
reserves for specific but undisclosed 
contingencies, and the general use of 
the term “reserve” in financial state- 
ments. The reserves treated in this 
3ulletin No. 28, therefore, are con- 
sidered to be different from those dealt 
with in Bulletins No. 13 and No. 26 
and those to be dealt with in future. 

It seems important that the subject 
of this Bulletin No. 28 be distinguished 
from the subjects of Bulletins No. 13 
and No. 26 and such bulletins as may 
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be in future issued with respect to 
specific reserves. 

The truth of the first sentence in the 
introduction of Bulletin No. 28 is rec- 
ognized by all accountants: that is, 
“Accounting for reserves and_ their 
presentation in financial statements in- 
volve problems that are both numerous 
and complex”. 

In paragraph 2 of Bulletin No. 28, 
the committee has stated its purpose 
as being to “establish criteria which will 
promote sound accounting procedures 
for the treatment of general contingency 
reserves and lead to greater uniformity 
in reporting net income”, The ques- 
tions as to what is net income and what 
form of statement will clearly and 
definitely show the amount considered 
to be net income for an accounting 
period require careful and intense study, 
involving many underlying problems. 

Although much has been written on 
matters relating to the presentation of 
income statements it is rather shocking 
to us when, in the year 1947, it is re- 
ported that half of the people in the 
United States do not trust financial 
statements made by business and 41% 
do not understand the term “reserve 
for contingencies”. To what extent 
there is an understanding of the nature 
of other reserves is not known. It is 
doubtful if many people other than 
students of financial statements ap- 
preciate the differences between those 
reserves which relate to valuations of 
assets, such as reserves for doubtful 
accounts receivable and for inventories, 
and those to provide for liabilities and 
losses which are expected to accrue and, 
general contingency reserves. 

It seems that the very word “reserve” 
needs clarification. Probably, most peo- 
ple thinking of a reserve will have in 
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mind a fund of resources which will 
be available to meet expenditures which 
may be required in future. It will be 
expected that these resources will be 
shown on the asset side of a balance 
sheet, but .on looking at many balance 
sheets some amounts stated as reserves 
will be found deducted from assets; 
others will be found on the liability 
side among the current liabilities, and 
still others will be found on the liability 
side separate from current liabilities. 
It is, therefore, obvious that the ac- 
counting use of the term “reserves” 
differs from that which may be ex- 
pected. Perhaps this difference will be 
dealt with by the Committee on Ac- 
counting Procedure in one of its future 
bulletins. 


In a paper published in the August, 
1947, Journal of Accountancy, Mr. C. 
Oliver Wellington in discussing ac- 
counting for contingency reserves ex- 
pressed his view that “Our profession 
should take the lead in educating busi- 
nessmen and the general public that the 
surplus account itself is the real reserve 
for contingencies and should be con- 
served to whatever extent is deemed 
necessary”. Unquestionably there is 
need for further study and education 
with respect to reserves and also with 
respect to surplus. 

There are many differences in points 
of view when considering the prepara- 
tion of accounting statements. One rea- 
son for difference may be in the fact 
that management must take a long 
range view of its operations, not limited 
to a period of one year or less, and it 
is sometimes difficult for management to 
adjust itself to a view which is limited to 
a one year period. 


It seems to me that this difference is 
one which gives rise to many of the 
problems which are related to the estab- 
lishment of the general purpose con- 
tingency reserve. However, both man- 
agement and the accountant must face 
this problem because they are under 
the necessity of preparing statements 
which will fairly present the results of a 
comparatively short term. 
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The introduction in income state- 
ments of reserves, which in many cases 
represent fears and pessimism as to the 
the future, may result in clouding a 
statement as to what the results have 
been for the preceding year. There 
seems to be little difference of opinion 
as to the desirability of providing for 
all foreseeable costs and losses which 
are applicable against current revenues. 
In applying this principle, provisions for 
general contingencies which have no 
definite relation to the income of 
period should be distinguished from 
those provisions which do relate to cur- 
rent revenues. 

This Bulletin No. 28, therefore, 
intended to recommend procedures 
which will indicate and distinguish gen- 
eral purpose contingency reserves from 
other reserves which may be properly 
chargeable in arriving at a figure of net 
income for the period. 

Paragraph 3 of the Bulletin in items 
(a) to (d) mentions the nature of the 
general purpose contingency reserves 
to which it refers and in paragraph 4 
sets forth recommended procedures. 

It is interesting to note that the com- 
mittee has not been in complete agree- 
ment in its recommended procedures, 
stated as items (a) to (e) of that 
paragraph. 

Apparently there has been no dis- 
agreement as to item (a) : 

“(a) Provisions for such reserves should 

not be included as charges in deter- 
mining net income.” 


The committee was not in complete 
agreement as to item (b): 

“(b) When such a reserve is set up it 
should be created preferably by a 
segregation or appropriation of sur- 
plus; it may be created by an ap- 
propriation of net income but this is 
less desirable.” 

Mr. Dohr did not agree that an ap- 
propriation of income is less desirable 
than a segregation of surplus. Undoubt- 
edly Mr. Dohr will have much company 
in his disagreement. Messrs. Herrick, 
Stans, and Wellington disagreed with 
the procedure which would permit such 
a reserve as an appropriation from in- 
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come. In Mr, Wellington’s paper pub- 
lished in the August Journal he more 
fully sets forth his view. It is to me 
a little difficult to reconcile Mr. Wel- 
lington’s view of this matter when, at 
the same time, he states that he rec- 
ognizes the legal right of a board oi 
directors to make an appropriation trom 
income for a provision for general con- 
tingencies. However, Mr. Wellington’s 
view seems to be based upon a desire to 
keep out of a statement of income items 
which are likely to be confusing and 
possibly misunderstood by readers who 
have little appreciation of the difference 
hetween net income and a balance of 
income which may be carried to surplus 
account, 

There seems to be no disagreement 
as to item (c), which is somewhat of an 
elaboration of (a): 

“(c) If such a reserve is created by an ap- 
propriation of net income, the net 
income should first be determined and 
so designated, after which the re- 
serve provision should be deducted 

« and clearly captioned as an appro- 
priation of net income and the final 
figure should be so captioned as to 
clearly indicate that it is not the 
entire net income.” 


In this connection it may be worth- 
while to call attention to some of the 
statistics given by Mr. Ernest A. Carl- 
son in a paper on the Use of Reserves 
to Equalize Corporate Income, which 
appeared in the N.A.C.A. Bulletin of 
September 1, 1947. In that article he 
referred to the danger of attaching un- 
due importance to a single figure de- 
signated as net income per share, and 
tabulated a comparison relating to, 16 
companies where reported net income 
per share ditfered from net income per 
share before deduction of reserve pro- 
visions. In one case, reported net in- 
come was $16.07 per share but before 
deduction for reserve provisions was 
$23.33 per share, and in another case 
reported net income of $17.69 per share 
but before deduction of reserve provi- 
sions was $25.72 per share. These dif- 
ferences per share are, of course, sub- 
stantial and unless readers of the state- 


ment are informed they might be misled 
as to the results. 

_ In Mr. Wellington’s paper appearing 
in the Journal he cites various ways in 
which the setting up of contingency 
reserves have been shown in_ pub- 
lished annual statements, indicating 
such reserves established or increased 
in five different ways and charges to 
such reserves reported in seven dif- 
ferent ways. These matters are worthy 
of careful study and consideration. 

Item (d) apparently was approved 

by the whole committee : 

“(d) Costs or losses should not be treated 
as charges to such reserves and no 
part of such a reserve should be 
transferred to income or in any way 
used to affect the determination of net 
income for any year.” 


Item (e) was not approved by the 
three members who disapproved of 
item (b): 

“(e) When such a reserve or any part 
thereof is no longer considered neces- 
sary it should be restored to surplus, 
either directly (the preferable treat- 
ment) or aiter the determination oi 
net income, in the income statement, 
in such a way as to indicate clearly 
that it is not income.” 


Undoubtedly, even with the issuance 
of this Bulletin, accountants will con- 
tinue to be faced with perplexing prob- 
lems and differences of opinion relating 
to general purpose contingency re- 
serves. 

The need for education of stock- 
holders, management and accountants 
cannot be too greatly emphasized. 

Reference has been made above to the 
article in the September 1, 1947. 
N.A.C.A. Bulletin. Mr. Carlson at the 
end of that article points out two fac- 
tors that may continue to plague the 
profession in its treatment of reserves. 

One is that “The inclusion of re- 
serve provisions in the income statement 
is confusing to the reader, regardless 
of how clearly it is labeled. Too many 
readers refer to the last amount shown 
at the bottom of the income statement 
and assume that it represents the net 
income for the year. The fact that the 
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final amount may be labeled ‘Balance 
of Net Income Transferred to Surplus’ 
means nothing to many readers.” If 
this is true, it is a most discouraging 
statement. It points up the question as 
to whether the reader of the statement 
does not have at least some responsi- 
bility to make an honest attempt to read 
and understand it. Also if this is true, 
here is a great need for education. 
Without minimizing the responsibility 
of management and the accountant to 
fairly and properly express items in a 
statement, it does seem that it should 
be recognized that the reader of the 
statement has a responsibility to apply 
his intelligence to it. 

The second factor referred to in the 
article is that the Bulletin “appears to 
leave open the question of reserves for 
further inventory price declines”. Mr. 
Carlson expresses the thought that 
several of the items in paragraph 4 
(a) to (d), especially (b), appear to 
cover reserves for inventory price de- 
clines, but adds: ‘However, the intro- 
duction of the bulletin refers to the fact 
that the committee has left for future 
consideration and possible definitive 
treatment many aspects of reserves, 
including inv rentory reserves.” In view 
of Mr. Carlson’s expression it seems 
that some confusion of thought has al- 
ready arisen as to whether any of the 
definitions (a) to (d) cover reserves 
for inventory price declines or future 
losses reasonably to be expected. It is 
my understanding that this Bulletin 
does not cover inventory reserves or 
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those set up for losses reasonably to be 
expected. Perhaps the committee 
should make some attempt to clarify 
the Bulletin on this point. 

In closing, I suggest that this Bulletin 
may give rise to a number of questions 
regarding general contingency reserves 
which may present difficult problems 
to the accountant. Among the questions 
which occur to me are: 

(1) When does the setting up of a con- 
tingency reserve represent anything 
more than a mere journal entry which 
transfers a certain amount from income 
or surplus account? 

(2) How will the accountant be able to 
determine whether such a reserve is of 
sufficient amount? 

(3) Is there any justification for such a 
reserve when a company has not suffi- 
cient current resources to cover both 
its liabilities and the reserve? 

(4) Does such a reserve set up by a deficit 
company have any meaning at all? 

(5) Should such a reserve set up from in- 
come ever exceed the net income for 
the year? 


These questions may be somewhat 
apart from particular matters dealt with 
in the Bulletin but it seems to me that 
they merit discussion in connection with 
their accounting treatment under the 
recommended procedures. 

It is suggested that both Mr. Wel- 
lington’s article in the August Journal 
and Mr. Carlson’s article in the 
N.A.C.A. Bulletin be read in conjunc- 
tion with the Bulletin even though 
there may not be full agreement with 
their views. 
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A Discussion of Inventory Pricing 


(Based on Accounting Research Bulletin No. 29) 


By Warren W 


Introduction 
any business which involves 
the sale of products, as contrasted 
with those which offer services only, 
the problem of placing a value, for ac- 
counting purposes, on the property to 
be sold, usually described as the inven- 
tory, is likely to be important. There 
is no doubt but that the inventory situa- 
tion could be visualized better in many 
cases if the number of units of the re- 
spective products on hand from time to 
time could be shown in, the balance sheet 
rather than merely a dollar symbol rep- 
resenting the carrying value of all units. 
However, since convention requires that 
a balance sheet must balance in dollars, 
such a picture is not practicable and it 
is necessary to attempt to reflect the 
physical inventories by dollar symbols. 
It may facilitate discussion of Bul- 
letin 29 if we consider the theories re- 
ferred to therein for valuing inventories 
by relating them to a simple form of 
business. 
For example, we might consider the 
case of an automobile dealer who 
started business the first of the year and 
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whose business consisted of sales of new 
cars only, that is, he did not take back 
used cars and did not deal in parts or 
render any repair or other services. 
During his first year of operations, he 
bought 100 automobiles, all of the same 
model and all at the same price. He 
sold 90 of them and has 10 on hand at 
the end of the year. (The fact that this 
could hardiy happen at the present time 
will need to be forgotten.) Let us apply 
the principles set forth in the Bulletin 
to this simple situation. 


Objectives of Inventory Accounting 
—Matching Costs and Revenues 


Everyone would agree with the bul- 
letin that, in preparing the income state- 
ment for the year, the revenues from 
the sale of the 90 cars must be matched 
or charged, as a minimum, with the cost 
of those 90 cars as well as with the 
operating expenses incurred during the 
year. 


The Meaning of “Market” in the 
“Lower of Cost or Market” Rule 


The bulletin, however, introduces a 
theory which may be novel to some in 
considering whether the revenues from 
the sale of the 90 cars should also be 
charged with part of the cost of the 10 
cars on hand if the reproductive cost of 
such cars were less than their original 
cost. I think many accountants have 
felt in the past that cost should be re- 
duced, for inventory purposes, to the 
lower of reproductive cost or selling 
price, less cost to sell, if either of these 
were less than original cost. The bul- 
letin says that if there is reasonable 
evidence that the dealer will sell the re- 
maining 10 cars next year at the same 
price at which the 90 cars were sold 
during the current year, and if the cur- 
rent vear’s sales yielded a satisfactory 
margin of profit, no reduction from 
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original cost should be made, i.e., no 
part of the cost of the 10 cars on hand 
at the end of the year should be charged 
against the income account of the cur- 
rent year. This seems logical. If the 
usual dealer's markup is 20%, it does 
not seem logical to charge part of the 
cost of the 10 cars to the current year, 
thus reducing the markup of the 90 cars 
sold below 20%, and resulting in a 
markup of over 20% when these 10 
cars are sold in the next year. It should 
be emphasized, however, that it is a 
fairly unusual case where the retail 
price would not be affected by a reduc- 
tion in the manufacturer’s price.! 


Alternative Bases for Cost 

Determination 

In the simple case we have cited, 
where all the cars were bought at the 
same price, and where no work was 
done on them after acquisition which 
increased their cost, the determination 
of the cost of the 10 cars on hand is 
very simple since this cost would be the 
same whether the first-in, first-out 
method, the last-in, first-out method, the 
average cost method or the cost of spe- 
cific lots were used. However, this 
problem would be more complicated if 
all the automobiles purchased were 
identical but if for one reason or another 
there had been differences in the pur- 
chase price of the respective cars.? 


Firm Purchase Commitments 

In addition to the necessity of decid- 
ing whether it is necessary to charge the 
operations of the current year with part 
of the cost of the inventory carried 
forward to the ensuing year, the bul- 
letin points out that the same problem 
exists with respect to firm purchase 
commitments outstanding at the end of 
the vear.$ 


The Meaning and Determination 

of Cost 

The determination of cost of cars in 
the inventory is relatively simple in the 
case of an automobile dealer. Such de- 
termination becomes much more com- 
plicated if the enterprise which sells the 
cars to the public also manufactures 
them. In this case, the cost of the car 
includes raw material cost, labor cost 
and overhead cost. As the bulletin 
points out, the general principles for 
allocating these elementary costs to the 
finished product are easy to state, but 
their application in practice is not so 
easy and such application is freqently 
not uniform as between different com- 
panies. The principal necessity in deter- 
mining costs to be capitalized as inven- 
tory by a manufacturer is that a con- 
sistent policy of allocating elementary 
costs to the respective finished products 
and to current operating costs should 
be used from year to year. As the bul- 
letin points out, it is not an accepted 
accounting procedure to charge all over- 
heads to current costs, thus eliminating 
all overhead from inventories. The bul- 
letin also points out, that selling ex- 
penses should never be included as part 
of inventory costs. But there are types 
of overhead that are in a twilight zone. 
Arguments can be advanced that they 
are part of the actual costs of produc- 
tion of the inventories on hand but other 
arguments can also be advanced that 
they should be charged to income as in- 
curred to present conservative financial 
statements. Examples of these are the 
types of general overhead which do not 
vary with the volume of production such 
as depreciation, insurance, real estate 
taxes, general supervision, etc. It is 
quite common to charge off at once the 
portion of these costs, computed at rates 
of normal production, which are not 


1 (Ed. Note) Statements 6 and 7 of the Bulletin, covering this phase of the problem, 
were discussed ex tempore by Mr. J. S. Seidman but his remarks were not recorded for 


publication. 


2 (Ed. Note) Statements 4 and 5 of the Bulletin were likewise presented extemporane- 
ously by Mr. C. Oliver Wellington and his remarks, also, were not recorded for publication. 


3 (Ed. Note) Mr. Jennings’ paper on this subdivision of the question (Statements 8, 


9 and 10) follows. 
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absorbed by subnormal production. An- made in wartime results in excessive 
other group of costs ordinarily charged direct labor costs, spoilage and repair- 
to expense, rather than allocated to in- ing defective products and other losses 
ventories, are excessive costs which are due to poor or in inefficient workman- 
of a temporary nature. The postwar ship. Where there is reasonable evi- 
period has produced a number of costs dence that these conditions will be tem- 
in this category. The necessity of train- porary, it is sound accounting to charge 
ing and retraining workmen to produce — such excess costs to the current period 
peacetime products differing from those rather than to allocate them. 


EXTENSION OF ACCOUNTANTS’ SERVICES 


It has been my contention for many years that accountants are not availing themselves 
of the full scope of their abilities. I am convinced that a capable accountant is better fitted 
to serve management than is a member of any other single profession. And my own direct 
employment in industrial management over a period of nearly six years has tended only to 
strengthen that conviction. This is nowhere so apparent as in the field of consulting industrial 
engineering and management, a field which has vastly broadened in the last decade. A 
very large portion of the work performed by industriz il engineering and management firms 
is based on the interpretation of accounting data. Such firms have in their employ account- 
ants more or less skilled in various phases of accounting work, as well as engineers ot 
various types. I am not necessarily advocating that accountants expand their activities to the 
point of employing engineers on their own staffs. But since the bases of most of the work 
are accounting data, I do contend that accountants can initiate the basic studies and either 
utilize the client’s own engineering staff or employ outside engineering talent where needed. 
I sincerely believe that the accounting firms as a class are well qualified to give competent 
service in the field of industrial management and engineering. 

Extract from an address entitled, “A Recalcitrant Accountant 
Looks At The Profession—Retrospectively and Prospectii rely” 
By Joe. M. Bowtsy, C.P.A., reported in the Bulletin of the 
Illinois Society of C.P.A’s., for September, 1947. 
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A Discussion of Inventory Pricing 


(Based on Accounting Research Bulletin No. 29) 


By Atvin R. JENNINGS, C.P.A. 


I HAVE been asked to discuss State- 
ments 8, 9 and 10 of the Institute 
bulletin on inventory pricing. To those 
of you who have read the bulletin it 
may have seemed as it did to me that 
there is nothing particularly new or 
startling in Statements 8 and 9. They 
recite what for some years have been 
considered good sense and good prac- 
tice. I see no harm in codifying good 
practice. Because of the authority which 
attaches to bulletins issued by the Insti- 
tute’s Committee on Accounting Proce- 
dure, I am glad to see parts 8 and 9 
incorporated in the present bulletin on 
inventory pricing. Their inclusion 
should tend to emphasize that account- 
ants who elect to depart from the stand- 
ards laid down in bulletins should do 
so only if they are willing to assume 
responsibility of defending their depar- 
ture from established standards. State- 
ment 10 deals with losses on commit- 
ments and, as we shall see, constitutes 
a development in practice. 

For the benefit of those of you who 
may not vet have had an opportunity 
carefully to consider Statements 8, 9 
and 10 of the bulletin, I should like to 
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read and comment upon each of them 
in turn: 


Consistency of Inventory Basis 


Statement 8 of the bulletin 
follows: 


is as 


The basis of stating inventories must be 
consistently applied and should be dis- 
closed in the financial statements ; whenever 
a significant change is made therein, there 
should be disclosure of the nature of the 
change and, if material, the effect on in- 
come. 


This part of the bulletin emphasizes 
the importance (1) of disclosing the 
basis on which the inventory is stated 
in the financial statements, and (2) of 
consistency in the use of such basis. 
The informed reader of a financial 
statement — whether proprietor, stock- 
holder or credit grantor —is naturally 
concerned with the method used in 
pricing the inventory, but he is even 
more concerned in the consistent ap- 
plication of that policy from one year 
to the next. If, for good reason, that 
policy is changed, the reader must be 
put on notice that the statements as 
between periods are not comparable. 
Furthermore, if the change materially 
affects the reported income, the reader 
must be advised of the effect of the 
change on income. 

The importance of consistency in the 
application of generally accepted ac- 
counting principles has been stressed 
for a long time. The opinion paragraph 
of the standard short form of certificate 
in fairly general use today ends with 
the words “in conformity with generally 
accepted accounting principles applied 
on a basis consistent with that oi the 
preceding year.” It is elementary but 
worth repeating that any change in ac- 
counting principles— not necessarily 
limited to the basis of pricing inventory 
—from one period to the next requires 
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disclosure and, if material, a statement 
of the effect on income. I say “It is 
elementary” and yet it is not at all un- 
common to see departures from the re- 
quirements of good practice. Within 
the last few weeks I have seen the 
printed report of a publicly owned cor- 
poration where the financial statements 
are footnoted to disclose a change in 
basis of pricing the inventory, but noth- 
ing is said of the effect on income, 
leaving the reader to conclude that 
there was no material effect on income. 
The opinion paragraph of the account- 
ant’s certificate, however, reads, in 
part, as follows: 

In our opinion, except as to the change, 
which we approve, in inventory pricing 
stated in Note 1 and the effect of such 
change on net income, the accompanying 
financial statements present fairly the posi- 
tion, etc. 


From the wording of the accountant’s 
opinion, it seems to me that the reader 
must conclude that the effect on in- 
come of the change is probably material 
or the accountant would not point it 
out in his certificate. But the reader 
gets no information from the state- 
ments as to the effect on income. 


Exceptional Cases 


Statement 9 of the bulletin reads as 
lows: 


Only in exceptional cases may inventories 
properly be stated above cost. For example, 
precious metals having a fixed monetary 
value with no substantial cost of marketing 
may be stated at such monetary value; any 
other exceptions must be justifiable by in- 
ability to determine appropriate approxi- 
mate costs, immediate marketability at 
quoted market price, and the characteristic 
of unit interchangeability. Where goods 
are stated above cost this fact should be 
fully disclosed. 


Back of the general rule that in- 
ventories may not be priced at an 
amount in excess of cost is the account- 
ing principle that income accrues at 
the time a sale is made. Until a sale 
is made. the cost or market rule 
discussed by the previous speakers is 
the usual basis for inventory pricing. 
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In certain situations, however, it 
seems appropriate to recognize that de- 
partures from the general rule are in 
order. In the case of the non-ferrous 
mining industry, for example, the 
United States Treasury is compelled by 
the Gold Purchase Act of 1934 to buy 
all newly-mined gold that is offered to 
it, whether of foreign or domestic 
origin, the current price being approxi- 
mately $35 an ounce. In this case it 
seems logical to conclude that the in- 
come, if any, accrues when the gold has 
been mined. The making of the actual 
sale is more or less a formality and need 
not determine the point at which in- 
come accrues. 

As Statement 9 indicates it will be 
only in unusual cases where we may 
appropriately expect inventories to be 
stated in excess of cost. This method, 
for example, is not available to the 
great majority of businesses which man- 
ufacture a product to order or which 
sell under a trade name, for the rea- 
sons, among others, that the items in 
the inventory would be lacking in the 
characteristics of interchangeability and 
immediate marketability at a quoted 
market price. 

The selling price basis may be ap- 
propriate also in situations where costs 
are difficult, if not impossible, of de- 
termination. In the meat packing indus- 
try, for example, a steer costing a cer- 
tain amount yields products having a 
selling price as high as a dollar a pound 
(currently) and as low as only a few 
cents a pound. Here we have the fa- 
miliar case of a single raw material 
yveilding many finished products, and 
the problem is one of allocating costs to 
the products manufactured. A large seg- 
ment of the meat packing industry in- 
ventories its packing house products on 
the basis of selling price less an al- 
lowance for expenses of selling and 
distribution. 


Firm Purchase Commitments 


Statement 10 of the bulletin is as 
follows: 

Accrued net losses on firm purchase com- 

mitments of goods for inventory, measured 
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in the same way as are inventory losses, 

should be recognized in the accounts. The 

amounts thereof should, if material, be 
separately disclosed in the income state- 
ment. 

This portion of the inventory pricing 
bulletin embodies an important de- 
velopment and represents, I believe, a 
real contribution on the part of the 
Institute's Committee on Accounting 
Procedure. Until recently accountants 
had a choice of alternatives for dealing 
with the question of losses on firm pur- 
chase commitments. 

An earlier Institute publication “Ex- 
amination of Financial Statements” 
(with which all of you are undoubtedly 
familiar) had this to say on this sub- 
ject : 

“Unfulfilled contracts. Where the nature 
of the business requires large purchase 
orders for future delivery, ask for copies 
of such purchase orders. If the contract 
prices are higher than market prices and 
the purchase contracts are not protected 
or only partly protected by firm sales or- 
ders, it may be necessary to set up a reserve 
for possible loss.” 


You may recall that the New York 
Stock Exchange, in 1938, was con- 
cerned with the matter of long term 
purchase and sale commitments on the 
part of corporations the securities of 
which were admitted to trading on the 
Exchange. In that vear, as the result of 
a fall in commodity prices in 1937, the 
Exchange requested all listed corpora- 
tions to advise their stockholders 
whether. as an incident to the conduct 
of its business, it enters into such long 
term commitments to such an extent 
that the amount of its commitments at 
any one time outstanding was apt to be 
a material fact in the corporation’s 
position. The Exchange stated that if, 


FP 


at the end of any fiscal year, purchase 
commitment prices exceeded current 
purchase prices to a material extent, 
the companies should disclose the 
amount of the indicated excess of pro- 
spective cost at commitment prices over 
the value at market prices. The Ex- 
change, in other words, was of the 
opinion that the matter of substantial 
unrealized losses on purchase commit- 
ments should be treated, as a mini- 
mum, on a disclosure basis. 

Some corporations followed the sug- 
gestion of the Exchange and disclosed 
their unrealized losses on purchase 
commitments by means of notes to their 
financial statements. Others made 
provision for the loss in their state- 
ments giving consideration at the same 
time to their positions in respect of 
firm sales commitments which might 
have operated to offset the indicated 
loss on purchase commitments. 

The present bulletin provides that 
the amount of loss on firm purchase 
contracts is to be recognized in the ac- 
counts — not as a footnote —and, if 
the amount is material, it must be 
shown as a separate item in the income 
statement. I should like to point out, 
however, that the bulletin makes ade- 
quate provision for the consideration 
of all relevant data in determining 
whether or not there is a loss on com- 
mitments, and if so, how much. As 
the discussion in the bulletin following 
the statement points out: 

“The utility of such commitments is not 
impaired, and hence there is no loss, when 
the amounts to be realized from the disposi- 
tion of the future inventory items are 
adequately protected by firm sales contracts 
or when there are other circumstances 
which reasonably assure continuing sales 
without price decline.” 
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A Discussion of Accounting Research 


Bulletin No. 30 


(Current Assets and Current Liabilities—Working Capital ) 


By Howarp V. Swartz, C.P.A. 


hom starting a discussion of Ac- 
counting Research Bulletin +30 
dealing with Current Assets and Cur- 
rent Liabilities, it can not be out of 
place for us to recognize the character 
of the additions to the literature of our 
profession which have been the accom- 
plishments of this committee, nor to 
express our obligation to committee 
members for their services to all of us. 

I shall not attempt to review the bul- 
letin paragraph by paragraph. You 
have undoubtedly seen the bulletin and 
have read it, or you will read it. The 
committee points to the importance of 
a determination of working capital, cur- 
rent assets and current liabilities be- 
cause of the interest of credit grantors 
or with regard to credit agreements 
which may be included in bond inden- 
tures or preferred stock agreements. 
The committee states that there have 
been considerable variations and incon- 
sistencies in current practice with re- 
spect to the classification and display of 
the amounts stated as current assets 


Howarp V. Swartz, C.P.A., a 
partner in the firm of Hurdman and 
Cranstoun, C.P.A’s., has been a 
member of the Society since 1934, 
and a member of the American In- 
stitute of Accountants since 1938. 
He is a member of the New York 
State Council on Accountancy and a 
past-president of the Society’s Syra- 
cuse Chapter. Mr. Swartz was a Di- 
rector of the Society and has served 
on several of its committees. 

This paper was presented by him 
on September 26, 1947, at the 14th 
Annual Conference of the Society, 
held at Saranac Inn, N. Y. 
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and current liabilities. They define and 
describe current assets and working 
capital and give instances of the items 
to be included or excluded from the 
current asset classification. Similarly, 
they cover the classification’ of current 
liabilities with definition and specifica- 
tion of the items to be included therein. 
In the last paragraph of the bulletin 
there are certain statements with regard 
to the monetary values at which 
amounts of current assets may be 
shown. (The foregoing mention of the 
ground covered by this bulletin, is in- 
tended to give a general understanding 
of the scope of the committee’s state- 
ment). 

The committee has referred to con- 
siderable variations and inconsistencies 
existing in current practice with respect 
to the classification and display of cur- 
rent assets and current liabilities. This 
bulletin may go far in removing the 
variations and inconsistencies which 
have heretofore prevailed. 

A primary cause of these variations 
and inconsistencies in present practice 
may be in the fundamental nature of 
the balance sheet itself. It may be ob- 
served that our present concepts of the 
balance sheet have been guided, and 
possibly to some extent, limited by the 
years of accounting thought which have 
gone before. In the recent article by 
George O. May on The Future of the 
Balance Sheet, he quotes the definition 
of an asset as connoting: 

“*A thing represented by a debit balance 
(other than a deficit) that is or would be 
properly carried forward upon a closing ot 
books of account kept by double-entry 
methods, according to the rules or princi- 
ples of accounting’. 


He continues, 
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‘It is here recognized that a balance sheet 
is not a statement of investment cost or a 
statement of values but a summary of re- 
siduals that are not homogeneous’ 


In another place he has said, 


‘It should be made clear to the general 
public that only in part is a balance sheet 
in the nature of an instantaneous picture 
and that in part it is merely historical and 
in part purely conventional . . . the fact 
should be more generally known and the 
historical, conventional, and photographic 
parts more clearly identified’ ”. 


In the bulletin, the committee de- 
scribes the general position which they 
have reached in attempting to clarify 
the nature of current assets and current 
liabilities, when they say: 

“Accordingly, this statement represents 

a departure irom any narrow definition or 

strict “one year” interpretation of either 

current assets or current liabilities; the 
objective is to relate the criteria developed 
to the operating cycle of a business”. 


By this approach, it seems that the com- 
mittee is attempting to reach a logical 
position which will reconcile previously 
conflicting variations and inconsisten- 
cies of current practice. The committee 
has described its concept of the operat- 
ing cycle of the business as: 
_ “The ordinary operations of a business 
involve a circulation of capital within the 
current asset group. Cash, when expended 
for materials, finished parts, operating sup- 
plies, labor and other factory services, is 
accumulated as inventory cost. Inventory 
costs, upon sale of the products to which 
such costs attach, are converted into trade 
receivab les and ultimately into cash again. 
The average time intervening between the 
acquisi ition of materials or services entering 
this process and the final cash realization 
constitutes an “operating cycle’. A one 
year time period is to be used as a basis for 
the segregation of current assets in cases 
where there are several operating cycles 
occurring within such time period. How- 
ever, where the period of the operating 
cycle is in excess of twelve months, such as 
in the tobacco, distillery, and lumber busi- 
nesses, the longer period should be used”. 


I do not wish to intimate that the basic 
concept of the operating cycle as pro- 
posed by the committee for a guide and 
measurement in the classification of 


current assets and current liabilities is 
an inadequate guide. It is not difficult 
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to imagine situations in which the ap- 
plication of this concept may place be- 
tore us other questions to decide before 
we can apply this basis of measurement. 
I have in mind the possibility that there 
may be several operating cycles within 
a single business organization whose 
balance sheet we are called upon to ex- 
amine. Let us say the enterprise is 
engaged in manufacturing two distinct 
types of products resulting from some 
process which the company was 
founded to develop. Each product 
reaches an entirely different class of 
customer. For _one product the opera- 
ting cycle may be found to approximate 
four months, while for the other prod- 
uct, the operating cycle may be found ~ 
to approximate two years. It would 
seem that classification of the assets into 
those which are current and those 
which are non-current, would be on the 
longer of the two operating cycles, that 
is, on the two year cycle. 

Another point in which the bulletin 
takes a position not clearly accepted by 
all accountants, is in classifying as cur- 
rent assets, prepaid expenses such as, 
insurance, taxes, unused royalties, cur- 
rent paid advertising services not yet 
received and other items which, if not 
paid in advance, would require the use 


of current assets during the operating 


cycle. The committee excludes from 
current assets, “balances representing 
the unamortized or unallocated cost of 
services received or to be received 
which are fairly chargeable to the oper- 
ations of several years, such as debt 
discount and expenses or bonus pay- 
ments under a long-term lease.” In 
somewhat more terse accounting lan- 
cuage, the committee proposes that pre- 
paid expenses shall be classified as cur- 
rent assets and that deferred charges 
shall be excluded from the current 
assets. 

In “A Statement of Accounting 
Principles” prepared by Sanders, Hat- 
field and Moore, thev discuss deferred 
charges and prepaid expenses and say: 

“It is difficult to write definitions, ‘based 


on practice, which draw a sharp distinc- 
tion between the two groups. The common 
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element, and the most important element, 
in both is that they are all amounts held 
in suspense, to be charged as expens es in 
subsequent fiscal periods; in the meantime, 
they are carried as assets in the balance 
sheet. This common factor is the basis on 
which all such amounts are frequently 
shown in one total in the balance sheet. 

The two groups may, however, be differ- 
entiated by the broad characteristics of 
Prepaid expenses are mostly of short 
are for services not yet received, 
received in the near future, and 
parts of ordinary recurring 


each. 
duration, 
but to be 
are usually 
expenses... 
Deierred charges, on the other hand, gen- 
morn are of longer duration, and are for 
rvices already received though the bene- 
fits rom them may accrue in the future; 
often they do not constitute parts of regu- 
lar expenses, and sometimes are abnormal 
losses which it is not yet convenient to 
write off.” 
Perhaps, we may generally be in agree- 
ment with the bulletin and find the 
classification of prepaid expenses as a 
current asset not unacceptable to our 
thought. The question remains, how- 
ever, how clearly we may be able to 
distinguish the definition given of pre- 
paid expenses from the definition given 
of deferred charges in our consideration 
of some item when we try to determine 
how the item should be classified on the 
balance sheet. It is. to be expected that 
we will meet borderline cases and I 
submit as one matter which we may 
well discuss, how sharp are the defini- 
tions of these two elements as given in 
the bulletin. 

Another point which seems to me 
might provoke discussion among us, is 
the statement made by the committee 
in discussing the classification of the 
liabilities between those which are con- 
sidered to be current liabilities and 
those which are considered to be other 
than current liabilities. Thev state that 
the classification current liabilities, 

“however, is not intended to include a con- 

tractual obligation falling due at an early 

date which is expected to be refunded.” 


A footnote to this section of the sen- 
tence Savs: 
“There should, however, be full disclos- 


ure that such obligation has been omitted 
from the current liabilities and a statement 
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of the reason for such omission should be 


given.” 


In pointing out this part of the bulletin, 
I observed that the item is removed 
from current liabilities because it is 
“expected to be refunded’. How cer- 
tain should the auditor be that the com- 
pany’s expectation will be realized in 
actual fact within the near future? It 
would seem that in this respect, our 
committee has departed from the con- 
cept of the balance sheet as being in the 
nature of an instantaneous picture of 
the business in that it is modifying that 
picture by events which have not yet 
occurred but on which there.seem to be 
good grounds that they may be ex- 
pected to occur. 

Similarly, when the committee con- 
siders current assets it has excluded 
from that classification, cash and claims 
to cash which “are segregated for the 
liquidation of long-term debts”. In a 
footnote to the word segregated, the 
bulletin states 

“Even though not actually set aside in 
special accounts, funds that are clearly to 
be used in the near future for the liquida- 
tion of long-term debts, payments to sink- 
ing funds, or for similar purposes should 
also, under this concept, be excluded from 
current assets. However, where such funds 
are considered to offset maturing debt 
which has properly been set up as a current 
liability, they may be included within the 
current asset classification.” 


Two methods are proposed by this note, 
even where cash has not been actually 
set aside in special accounts. One 1s 
that it be included in the current assets 
provided the maturing debt has been 
set up as a current liability. The other 
is that both the cash and the maturing 
debt may be excluded from current as- 
sets and current liabilities. The com- 
mittee has qualified the treatment which 
excludes both the cash and the debt 
from the “ee section of the balance 
sheet by the phrase, “funds that are 
clearly to be used in the near future’. 
It would seem to me that without this 
phrase, there would be little justifica- 
tion for separating in two amounts the 
total cash and claims to cash where no 
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actual segregation has been made in the 
accounts and to show one part as a cur- 
rent asset and another part as a non- 
current asset. 


We continually see instances of 
variation in the concepts among ac- 
countants of current assets and current 
liabilities and it is not surprising to find 
variations in the wider circle of busi- 
ness practice. One instance of this came 
to my attention when I gave a copy of 
sulletin +430 to a friend who is one 
of the loaning officers of a commercial 
bank. I asked him to read it and give 
me his comments because I was faced 
with the responsibility of preparing 
this paper. His reaction to the bulletin 
was generally favorable. One point 
which he said the practice in their bank 
differed from the treatment proposed 
by the bulletin is in the classification of 
marketable securities representing the 
investment of cash available for current 
operations. These are classified by the 
bulletin as current assets, but in the 
institution with which he is connected, 
they are always classified in their analy- 
sis as not included in current assets 
or in his phrase, “below the line”. The 
reason given for this is that these funds 
are not invested in the business and 
obviously, would not be part of the 
working capital. It is hard for me to 
magine such a concept of current assets 
which would exclude these marketable 
securities, although he stated that even 
though the investment were United 


States Government bonds, they would 
still classify it as a non-current asset. 

In proposing certain questions which 
we may discuss, I would not like to 
leave you with the impression that I 
am in any way unaware of the real 
values to us in this bulletin. It is a note- 
worthy piece of work and was unani- 
mously adopted by the members of the 
committee. The committee has made 
clear the basic principles on which a 
classification of the assets and liabilities 
shown on a balance sheet may be deter- 
mined between those that are current 
and those that are not current. The 
committee foresaw exceptional cases 
when they said: 

“It is recognized that there may be ex- 
ceptions, in special cases, to certain of the 
inclusions and exclusions as set forth in this 
bulletin. When such exceptions occur, how- 
ever, they should be accorded treatment 
merited in the particular circumstances 
under the general principles outlined 
herein.” 


That there may remain items, which 
will confront us from time to time as 
border-line cases not clearly current or 
non-current from the principles and 
definitions of the committee is probable. 
These items may continue to prove 
difficult to reflect in financial statements 
in a form which wholly satisfies us as 
complete and accurate. The achieve- 
ment of the committee and the worth 
of the bulletin to us is in the preponder- 
ant area of the subject on which authori- 
tative agreement has been reached. 


GREETINGS 


When the stafi stops arguing about football: 


When clients start telephoning about inventory problems; 
When taxpayers begin asking about taking losses; 


When air-mail comes in from Florida: 
Then we know it is time to wish you all 


A Merry Christmas 
and 


A Gappy New Bear! 
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—The Adirondack “Chapter” 
Leonard Houghton, Pres. et al. 


~ 

+ 

t 

- 

it 

e 

; 

1S 

ff 

he 

in | 

to | 

la- 

ald 

om 

ids : 

edt 

ite, 

Hy 

1s 
: 
3 
a 
837 


New York State Tax Clinic 


By BenJAMIn Harrow, C.P.A. 


Tax Measured by Business and 

Investment Capital 

The franchise tax law exacts some 
tax from every corporation. The law 
provides four alternative methods for 
computing the tax, and then requires 
the corporation to pay according to the 
method that results in the highest tax. 
Generally this will be the computation 
based upon entire net income. But if 
the corporation is operating at a loss, it 
will probably pay its franchise tax on 
the basis of one mill of the total of its 
business and investment capital. The 
so-called one mill tax was part of the 
franchise tax law even before the 
change in 1944, but under the law the 
tax was computed on the value of the 
capital stock, more or less loosely com- 
puted. Under the new law the tax 
generally may be said to be based upon 
the net worth of the corporation as this 
is reflected in the underlying net assets. 

The law (Sec. 208.5) and regula- 
tions (Art. 331) define investment 
capital as investments in stocks, bonds, 


BENJAMIN Harrow, C.P.A., has 
been a member of our Society since 
1928. He is a Professor of Law at 
St. John’s University. Mr. Harrow 
taught accounting at The College 
of the City of New York from 1919 
to 1924. He has been a member of 
the American Institute of Account- 
ants since 1922 and is a member of 
the New York Bar. He is presently 
serving on the Society’s Committees 
on Federal Taxation, State Taxa- 
tion, Cooperation with the State 
Education Department and _ Its 
Agencies, and Cooperation with the 
Bar. Mr. Harrow is engaged in 
general practice as a certified public 
accountant in his own office in 
New York City. 
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and other securities of other corpora- 
tions. State securities or those issued 
by the United States are included as 
investment capital, but investments in 
subsidiaries are eliminated and are not 
subject to the one mill tax. A loan to 
a subsidiary evidenced by a bond or 
other security is investment capital if 
the subsidiary on its franchise tax re- 
turn claims the interest on such loan as 
a deduction. Cash may be treated as 
investment capital at taxpayer’s option. 
With respect to liabilities, the regula- 
tions provide for a deduction from in- 
vestment capital of any liabilities pay- 
able on demand or within one year from 
the date incurred where such liabilities 
are attributable to investment capital. 

All investment capital is valued at 
the average fair market value. Fair 
market value is clearly defined in Art. 
334 of the regulations, and generally 
may be said to follow the definition of 
market value for purposes of determin- 
ing net estates for estate tax purposes. 
Averaging is computed generally ona 
quarterly basis but the taxpayer has 
the option of averaging on a more fre- 
quent basis. 

Under the one mill tax it is of course 
desirable to include in investment capi- 
tal all the net assets that can properly 
be so included because the law provides 
for an automatic allocation of such capi- 
tal on the basis of the capital employed 
in New York by the corporations in 
which the taxpayer has its investment. 
This is so even if the taxpayer transacts 
all its business in New York and has 
an office only in New York. 

Where the investment in stock of a 
corporation represents over fifty per- 
cent in number of the total outstanding 
voting stock the capital becomes sub- 
sidiary capital and is eliminated entirely 


from the one mill tax. All other assets F 


except subsidiary and investment capi- 
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tal comprise business capital. Cur- 
rent liabilities are deducted from 
business capital and these would 
include notes and accounts payable, ac- 
crued taxes, expenses, and interest, etc. 
Business capital, too, is valued on the 
basis of average fair market value, but 
an allocation is permitted only if the 
taxpayer qualifies because he has a reg- 
ular place of business outside the state. 
Both the regulations and the instruc- 
tions on page 4 of the tax report caution 
the taxpayer not to include as a deduc- 
tion from business capital notes payable 
that are regularly renewed from year 
to year. Essentially long term liabil- 
ities, particularly notes payable by their 
term more than one year from date 
represent capital of a business just as 
stock issued does. This is certainly a 
realistic point of view. But the regula- 
tions provide that property subject to a 
debt for which a taxpayer is not per- 
sonally liable, is capital only to the ex- 
tent of the equity in the property. 

The treatment of cash as represent- 
ing capital merits a further comment. 
Where subsidiary capital is more than 
85% of the total capital, that proportion 
of cash may also be treated as subsidi- 
ary capital. The balance of the cash 
may be treated as investment capital or 
business capital, at the option of the 
taxpayer. The regulations do not per- 
mit a portion only of this balance to be 
treated as investment capital and tiie 
residue as business capital. If there is 
no other business capital the taxpayer 
may not treat cash as business capital. 
This provision will affect only invest- 
ment companies. 


Community Property 


Taxpayers residing in community 
property states have always enjoyed a 
tax advantage over less fortunate resi- 
dents in non-community property states 
in that. they automatically could split 
their incomes with their wives without 
resorting to such devices as family part- 
nerships or trusts. In recent years of 
inordinately high tax rates this advan- 
tage was so appreciable that it has 
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aroused much keen resentment among 
less favored taxpayers. To meet the 
inequities of such a situation it has been 
‘suggested that for tax purposes at least 
the family community in all states 
should be permitted to split the family 
income between husband and wife and 
pay income taxes accordingly. It is 
confidently expected that Congress will 
introduce such a provision in its next 
session. Some states however have be- 
come so aroused at this discrimination 
in favor of residents of community 
property states that they have adopted 
for their residents the community prop- 
erty system of ownership of property. 
Very recently reports have been cur- 
rent that our own state is considering 
the adoption of this “quaint Spanish 
custom” of ownership of property by 
husband and wife. The adoption of 
such a system of property ownership 
will, to be sure, solve the problem of 
splitting income between husband and 
wife, but it will create many more 
problems of which our legislatures per- 
haps may not be aware, the problem of 
inheritance taxes, for example. Thus, 
initially, each spouse will start with 
property which is now held separately. 
For income tax purposes the income on 
this separate property would be taxed 
in its entirety to the spouse owning the 
property. The Bureau of Internal Rev- 
enue has so ruled.in the case of the new 
community property recently 
adopted by Pennsylvania. In some 
cases a married couple might pav even 
more tax under this ruling than it does 
now. 

If New York adopts a community 
property law it will probably be obliged 
to permit the splitting of income for 
state income tax purposes as well. Our 
legislature should however proceed 
with caution before it takes this. radical 
step. It would be wiser to correct this 
inequity by permitting taxpayers in all 
states to split their incomes for tax 
purposes through a change in the law 
by Congress. In anticipation of some 
such action our own legislature should 
make such a provision in our state in- 
come tax law. 
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Real Estate Corporations— 

Additional Tax on Dividends 

Here is a typical situation that shocks 
the uninitiated. A corporation owns 
some real estate acquired at a cost of 
say $50,000. Assume that it now has 
a value of $200,000 and is in fact as- 
sessed at $150,000. A sale of the prop- 
erty is contemplated. The alert ac- 
countant informs his client that a sale 
by the corporation would result in a 
double tax federally, a capital gain to 
the corporation and a capital gain to 
the stockholders if the corporation 
liquidates and distributes its assets. 
The accountant then advises his client, 
first, to liquidate the corporation and 
then to effect a sale of the property by 
the stockholders. The directors, of- 
ficers and stockholders act upon this 
advice and proceed to dissolve the cor- 
poration. The consent of the State Tax 
Commission to dissolve is required and, 
at this point, the attorney who has 
prepared the dissolution papers and our 
alert accountant may receive a shock. 
The Commission informs them that the 
transfer of the assets in the dissolution 
constitutes a distribution of a surplus, 
that such a distribution is the payment 
of dividend and hence a tax of 2% is 
required to be paid. Not only that, but 
in determining the amount of surplus 
distributed the real estate transferred 
will be valued at least at the assessed 
value. To the uninitiated all this comes 
as a shock, but unfortunately the State 
Tax Commission is merely stating what 
is in the law and what has been ad- 
judicated by the Courts. 

Sec. 182(1) provides for a payment 
of two per cent on all dividends paid 
during the year. Sec. 182(2) provides 
“Any corporation taxable under this 
section shall at the time of its liquida- 
tion or prior to its dissolution*** be 
subject to and pay an additional tax 
based upon the sum of any dividends 
distributed (during the year)*** plus 
surplus available, or to become available 
for distribution at the time of its liquida- 
tion, dissolution*** at the rate of two 
per cent***,” Now a dividend is a 
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distribution out of surplus. If a corpora- 
tion dissolves and distributes its assets 
it is distributing its surplus, if there is 
any, as well as capital. In the case of 
Wedgewood Realty Co. v. Lynch 
(1933), 262 N. Y. 202, the distribu- 
tion of debentures in a_ reorganiza- 
tion was given the effect of a distribu- 
tion of a dividend. The debentures 
covered unsold real estate and were 
valued on the basis of the appreciated 
value of the real estate. In the later case 
of People ex rel Eastern Building Co. 
Lynch (1935) 245 App. Div. 787, 
stock dividends paid out of unrealized 
appreciation were held to be dividends 
paid out of earnings and so subject to 
the 2% tax. In determining its surplus 
upon dissolution actual surplus controls 
and not book surplus. Hence, an in- 
creased value in the capital assets wall 
result in an actual surplus in excess of 
book surplus and the tax will be based 
upon the actual surplus. The cost of the 
property is naturally not the fair market 
value of the property at the date of dis- 
tribution. The Commission has always 
considered the assessed value as some 
indication of market value. The actual 
— might even be greater. 
ection 182(2) of the law provides 
that where the classification of 
a real estate corporation is changed it 
shall be subject to the two per cent tax 
on the excess of the actual net worth 
of the corporation over the actual paid 
in capital. That excess is treated as the 
distribution of a surplus. The purpose 
of this section of the law is to prevent 
tax avoidance through a change in 
classification. 


Requirements for Consent to 

Dissolution 

An application for consent to dis- 
solve is submitted on form 1001 C.T. 
All franchise taxes due to date must be 
paid at the time this form is submitted. 
This form asks some pertinent questions 
such as: 

“Have all the assets of the corporation 
been disposed of? (a) If so, when? (b) 


Sales price of assets (c) Were the capital 
assets sold at a profit? If so state amount 
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of profit (d) Sales price of real estate 

(Question 5) 

“Have any liquidating dividends been 
made by this company? If so give amounts, 
dates when made and other particulars. 
(Question 13) 

“What is the value of the assets remain- 
ing to be liquidated?” (Question 15) 

On the basis of the answers to these 
questions the corporation will be re- 
quired to file a supplementary applica- 
tion on Form 1003 CT to determine 
whether the additional 2% tax is due 
under section 182(2). This form asks 
for the submission of a detailed balance 
sheet as of the close of the last preced- 
ing calendar year and another detailed 
balance sheet as of the date of the ap- 
plication for consent to dissolution. 

Question 6 asks for the amounts and 
dates of any dividend distributions 
made, declared, or paid since Decem- 
ber 31, of the preceding year. Question 
7 asks for amounts and dates of pay- 
ments made in liquidation of capital 
stock. 

(uestion 8—State the amount of sur- 
plus available for distribution at the 
date of making this application. 

Question 9—State the amount of 
surplus to become available for distri- 
bution at the time of liquidation or dis- 
solution of this corporation. 

Question 10—State the amount of 
net income earned since December 31 
of the preceding year. 

The tax must be paid before the 
Commission will give its consent to 
dissolve. 


Coordination of Federal and 

State Taxes 

A Joint Committee of the American 
Bar Association, the National Tax 
Association, and the National Associa- 
ion of Tax Administrators has recently 
released a report on “The Coordination 
of Federal, State, and Local Taxation”. 
This has long been considered a desir- 
able goal. Conflicts and confusion exist 
among federal and state taxing authori- 
ties with the taxpayer caught in the 
middle. 

The report states certain basic prin- 
ciples for the coordination of the taxing 
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sovereignties. One is that the sovereign 
powers of the federal and state govern- 
ments must not be impaired. Another 
is that the primary purpose of taxation 
is the raising of revenue, and its use 
for regulation should be limited to those 
instances where such use is clearly 
warranted. A third is that each grade 
of government should support its 
functions from its own independent 
revenue and the fourth that the grade 
of government which raises particular 
tax revenues should control their 
expenditures. 

One fact that seems to stand in the 
way of tax coordination is the fear that 
too much responsibility would be placed’ 
upon the federal government and not 
enough upon the States. This would 
mean an increase in centralization tend- 
ing to further strengthen the federal 
government with a _ corresponding 
weakening of the States. The majority 
of the committee are convinced that 
such a trend would gravely endanger 
the survival of our democracy. 

On the basis of these principles it is 
difficult to see how agreement could be 
reached, for example, to provide for 
the collection and distribution of taxes 
by a single authority which, of course, 
would have to be the federal govern- 
ment. On the question of. the income 
tax the Committee rejects the idea of 
federal collecting and state sharing of 
this tax. At the same time it feels that 
both federal and state governments 
should have available to them this 
method of raising revenue. Coordina- 
tion'in this field of taxation might be 
accomplished through uniform laws and 
through cooperation among the several 
legislatures and administrative bodies. 
Credits for individual taxes paid in 
other jurisdictions are advocated as well 
as fair allocations of business income. 
We might add that our own State, 
through former Commissioner Brown, 
has been an active advocate of coordi- 
nation and had in fact organized and 
worked out plans for cooperation among 
the tax administrators of Connecticut, 
Pennsylvania, New Jersey, Massachu- 
setts and New York. 
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In the field of estate taxation, the 
Committee believes that the federal gov- 
ernment should withdraw its claims to 
this source of revenue, leaving it exclu- 
sively to the States. Similarly it be- 
lieves that gift taxation should be a 
source of state revenue. Seven mem- 
bers dissent from both conclusions. The 
Committee likewise would leave the tax- 
ation of gasoline and general sales taxes 
to the States. 

The Committee realizes that under 
our system of divided sovereignty a 
certain amount of tax overlapping and 
duplication is inevitable and urge the 
creation of a Federal-State Committee 
for continuous study of tax coordination. 


Franchise Tax—Reports 

Section 211 of Art. 9A provides that 
every corporation shall transmit a re- 
port to the Tax Commission annually 
on or before May 15th. Corporations 
with a fiscal year ending January 31, 
February 28, March 31, April 30, May 
31, or June 30 shall transmit their re- 
ports within four months after the close 
of their fiscal years. The laws requires 
the report to be transmitted in a form 
prescribed by the Tax Commission. The 
report is required to be filed in 
Albany, even though the Commission 
maintains branch offices throughout the 
state. The regulations (Art. 520) add 
that when the due date of a report falls 
on Sunday or a legal holiday, the re- 
port may be filed on the following day. 

A report mailed on May 15 which 
reaches the Albany office on the follow- 
ing day is not a compliance with the law 
as to the proper time and place for 
filing the report and under a strict in- 
terpretation of the law would subject 


the corporation to penalties provided. 


in Section 213 of ‘the law. These con- 
sist of five percent of the amount due 
with the filing of the report plus one 
percent for each month the tax remains 
unpaid. In addition the remainder of 
the tax becomes payable on the 15th day 
of November following the due date of 
the report. The law further empowers 
the Tax Commission in its discretion 
to modify the penalties. 
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It is thus within the power of the 
Tax Commission to place a taxpayer in 
an uncomfortable and unenviable po- 
sition if a return is filed on May 16th 
instead of May 15th, one day late, and 
our attention has been called to a case 
where a taxpayer is in just such a po- 
sition with relation to a closing agree- 
ment and an equitable adjustment of 
tax liability for a five year period, a 
provision that was in the 1944 law. 
This adjustment of prior years’ taxes 
was made dependent upon the filing of 
a timely report for 1945 by May 15, 
1945. The taxpayer is being treated 
quite harshly and, unfortunately, he 
could receive no redress by the courts, 
He is completely at the mercy of the 
Tax Commission. There undoubtedly 
are situations in the law where a timely 
filing of the report may have a special 
significance. We are familiar with the 
strict requirement under the Internal 
Revenue Code for the filing of a peti- 
tion with the Tax Court in Washington 
by the 90th day and with the customary 
requirements for the filing of papers in 
all Courts, which demand strict com- 
pliance. Nevertheless in the case of the 
annual filing of a franchise tax return 
the taxpayer and his accountants could 
be helped if returns could be filed at 
any of the offices of the State Tax Com- 
mission throughout the state. Such a 
provision however would require an 
amendment to the law. 


Income Tax—Abatement of Tax of 
Members of Armed Forces 


In 1945 the Legislature added Sec- 
tion 378 to the law providing for the 
abatement of tax in the case of any 
member of the armed forces who died 
on or after Dec. 7, 1941, while in ac- 
tive service. This abatement covers the 
taxable year in which the date of death 
falls. No return is required in behalf 
of such person. In any case where the 
taxpayer died before April 10, 1945, 
the date this Section became effective, 
and a return may already have been 
filed, the law provides that unpaid taxes 
shall not be assessed. If they have al- 


December 


La 
inc 
to. 
era 
of 1 
em: 
pay 
$1¢ 
pro 
Sec 
of 1 
rog: 
Aug 
Yor 
tate 
ficia 
proy 
teac 
toa 
cont 
insu 
der | 
4 
was 
insut 
tinct 
annu 
cites 


| re 
te 
b 
| it 
| th 
| er 
th 
Si 
de 
fo 
ice 
Es 
| ing 
Esta 
646. 
| 
i Cc 
Th 
| bu 
| 
State 
| 
194 


New York State Tax Clinic 


ready been assessed, the assessment is 
to be abated. If the tax has already 
been collected the law provides that 
it shall be refunded to the widow or to 
the legal representative of the taxpay- 
er’s estate. It is interesting to note 
that this Section was held by Commis- 
sioner Chapman not to apply to Presi- 
dent Roosevelt, even though he was 
Commander-in-Chief of the armed 
forces, since he was not in “active serv- 
ice” as a “member” of the armed forces. 


Estate Tax—N. Y. C. Teachers’ 
Retirement System Benefits 
Included in Net Estate 
Under the New York Estate Tax 

Law the proceeds of life insurance are 

includible in the gross and net estate 

to the same extent required under Fed- 

eral law, except that under 249-q (c) 

of the State law there is allowed an ex- 

emption with respect to life insurance 
payable to named beneficiaries, of 
$100,000 minus the general exemptions 
provided in subsections (a) and (b) of 

Section 249-q. In the case of Estate 

of Lucy C. Jacobs decided in the Sur- 

rogate’s Court, New York County, on 

August 14, 1947, the appraiser for New 

York included as part of the gross es- 

tate moneys payable to a named bene- 

ficiary under the teachers’ pension fund 
providing that upon the death of the 
teacher a specified sum was to be paid 
to a named beneficiary. The executor 
contended that this money .represented 
insurance and was therefore exempt un- 
der the provisions of Section 249-q sub 
c. The Surrogate held that the fund 
was in the nature of an annuity and not 
insurance. As authority for this dis- 
tinction between the proceeds of an 
annuity and of insurance the Surrogate 
cites the Supreme Court case of Helver- 
ing v Le Gierse, 312 U.S. 531. and 

Estate of William J. O’Shea, 47 B.T.A. 

646. 

Franchise Tax—lInterstate 
Commerce 
The power of a state to tax the doing 

of business in the state is restricted by 

the prohibition against taxing inter- 
state commerce. The purpose of the 
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allocation provisions in the law is to 
make an equitable determination of 
what portion of the business of a cor- 
poration should be taxed as represent- 
ing intrastate activities and what por- 
tion may not be taxed because it is 
recognized as interstate business. In a 
recent case that was before the Alabama 
Circuit Court, (Plantation Pipe Line 
Co. v State of Alabama) a foreign cor- 
poration was engaged solely in the busi- 
ness of interstate transportation of pe- 
troleum products by pipe line. The cor- 
poration engaged in no intrastate busi- 
ness. The Court held that the franchise 
tax law was not intended to apply to a 
corporation engaged exclusively in in- 
terstate commerce. To tax such a cor- 
poration would violate the Commerce 
Clause of the Constitution of the U.S. 
(Art. 1, Sec. 8.) 


The same situation was before the 
Connecticut Superior Court, Hartford 
County, in Spector Motor Service, Inc. 
v Walsh, Tax Commtssioner. The. 
plaintiff was a Missouri corporation 
and had qualified to do business as a 
corporation in Connecticut. However, 
in the particular years it was engaged 
solely in interstate commerce. It did 
a motor transportation business of 
goods between points in the Midwest 
and in the Northwest. None of its busi- 
ness activities both originated and ter- 
minated in Connecticut. The Court held 
that under these circumstances fran- 
chise taxes assessed against the Corpo- 
ration were invalid as being in viola- 
tion of the Commerce Clause of the 
United States Constitution. 


Under Art. 9A, the maintenance of 
a sales office in New York by a foreign 
corporation is not doing business for 
tax purposes if orders are subject to 
confirmation at offices in other states. 
However such a corporation would be 
subject to service of process in New 
York. For that purpose regular and 
systematic business activities in the 
State will give our Courts jurisdiction 
over such a corporation. Such presence 
in the State is not occasional or casual, 
but permanent and continuous, 
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Accounting at the S. E. C. | 


By WILLIAM 


HE Globe Aircraft Corporation 

opinion (Securities Act Release 
3255) contains some important warn- 
ings as to the preparations of prospec- 
tuses, beyond the accounting questions 
discussed last month. Among other 
things, it underlines the importance of 
disclosing substantial changes in monies 
owed between the balance sheet date 
and the effective date of the prospectus. 
Under the Securities Act a prospectus 
speaks as of its effecttve date which 
necessarily is later, sometimes a good 
deal later, than the date of the financial 
statements or the date for most sup- 
plementary figures that customarily 
appear outside of the financial data. In 
the instant case the opinion states that 
liabilities on certain notes payable (a 
species of revolving loan) had increased 
by some $228,000 over the $1,343,026 
mentioned in the prospectus, or the 
$910,428 shown in the December 31, 
1945 balance. These notes, though 
shown in the balance sheet as current 
liabilities, were held to be capital secu- 


WittrAm W. Werntz, formerly 
Chief Accountant of the S.E.C., is 
now associated with Touche, Niven, 
Bailey & Smart, C.P.A’s. 

Mr. Werntz is a graduate of Yale 
University and of Yale Law School, 
and is a member of the Connecticut 
Bar. He was formerly an instructor 
of accounting at Yale University and 
Yale Law School. He was also an 
accounting consultant to the O.P.A. 
and the Treasury Department. 

Mr. Werntz is the author of 
numerous articles which have 
appeared in technical accounting 
publications. He is Vice-President 
of the American Accounting <As- 
sociation. 
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rities as to which the form requires 
disclosure of material changes since the 
balance sheet date. The trial exami- 
ner’s recommended opinion undertakes 
to establish materiality by relating the 
increase to changes in working capital 
during the period from December 31st 
to March 18th, the effective date of the 
prospectus. It should again be empha- 
sized that the opinion, on this point 
as on others, does not direct its remarks 
to the certified statements or to the 
accountants, but solely to the running 
statements as to capital securities which 
are included in the forepart of the 
prospectus. While there has been a 
good deal of discussion recently as to 
the kind of subsequent events that 
ought to be reflected in financial state- 
ments, or notes thereto, the opinion 
does not discuss or even allude to that 
issue. It would be interesting to know 
whether the Commission (or its staff) 
considered the point and concluded that 
generally accepted accounting principles 
did not call for the reporting of such 
events or changes within the  state- 
ments or notes thereto, As it stands, 
the opinion is of no positive aid on the 
problem. 

The final point of interest is the 
holding that a statement of intention 
was so at odds with the condition of 
the company as to be misleading. 
Statements of future intention are said 
to be difficult of disproof—so much 
so that they are sometimes made in a 
spirit of optimism that gives little 
weight to probabilities and relies heav- 
ily on an ability to show “changed con- 
ditions” as a basis for failure to follow 
a stated policy. Nevertheless, as the 
examiner quite properly pointed out 

“Statements of opinion or intention include 

an implied representation that they are 

made on the basis of honest and careful 
judgement on the part of the management. 
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Accounting at the S. E.C. 
If they are made in willful or careless reconciling the procedure followed by either 
disregard of known facts, or in the face Steel or DuPont in their current quarterly 
of probable adverse conditions, they become reports to stockholders with any generally 
misleading or false representations rather accepted treatment of depreciation or with 
than mere expressions of optimism.” the principle of matching costs with 
revenues. And, in my opinion, abandon- 
On the other hand, whoever attacks ment of the cost basis of accounting in 
the truthfulness of a statement of future favor of any of the plans so far revealed 
intention ordinarily has the benefit of in current reports is unjustified unless 
5 and until reconsideration of every aspect 
. indsig: a weap a so of the problem (for the problem is not 
unpredictable in operation that, as a new) indicates the propriety of such 
practical matter, statements of intention course.” 
: can safely be made only with the utmost : oe 
' circumspection and then only where At an_ earlier point in the address, 
necessary. The instant case bases its Mr. King had given a somewhat quali- 
| conclusions on circumstances and con- fied approval to a procedure of reserv- 
. clusions which existed at or before the ing out of net income the amount 
: effective date of the registration state- deemed necessary to provide for future 
: ment. Yet in testing those conditions €XCess cost of replacement. He indi- 
‘ for materiality, the opinion refers to cated his fear that, notwithstanding 
c and discusses in detail events and re- Clearcut disclosure, the figure for net 
; sults subsequent to the effective date. "come after deducting the appropria- 
Assuming the facts found by the Com- #0n would be treated as net income 
i mission, most would probably agree °F the year and expressed a preference 
: with the result — but the detailed for making the appropriation directly 
reasoning of the Commission and the from earned surplus. In general, his 
R examiner is a first-rate object-lesson, Point of view appears to conform to the 
a The question: If the company had Statement recently issued on behalf of 
prospered, would the stop-order stil] the Committee on Accounting Proce 
it re issued ? dure of the American Institute of 
lave issued: 
* * x Accountants. 
d 1 nee The recent statement by the Research 
address, “Footnotes to Department of the A.I.A. in respect of 
: — Statements, given before inventory reserves likewise finds its 
, the annual ee of The Virginia counterpart in S.E.C. practice. Said 
Society of Public Accountants, Earle King: 
C. King, Chief Accountant of S.E.C., 
le discussed a number of ways in which Another unsettled problem . . . involves 
the creation from income of reserves for 
some companies have soug it to give future inventory price declines and losses. 
1e effect in their accounts to current high The result, if not the objective, of this 
n construction costs. Of the recent state- procedure, in my opinion, is improperly 
of ments of the United States Steel Cor- to reduce current profits and_ increase 
ss oratios 1 of DuP he: teed th profits of subsequent periods. It is our 
and o ubont he had this position that provisions made to reserves 
id tO Say: for inventory losses may be charged against 
*h “As I read the quoted footnotes appli- income only to the extent that the losses 
4 cable to the DuPont and Steel statements have actually taken phace but have not been 
le It appears that these companies have deter- realized by-use or sale of the materials 
7 mined that extraordinary depreciation involved. And any reserve so provided, 
a charges are necessary for the current year being a revaluation reserve, should be 
n- on opposite grounds—one on the theory deducted from the inventory on the balance 
w that current costs of construction are sheet. If it is considered necessary or 
1e temporarily excessive and should be Ab- desirable to provide a reserve for losses 
: sorbed immediately: the other on the which it is expected will occur in the 
theory that present prices are here to stay, future, such provision, in fy opinion, is 
de or at least for some time to come, and that no more than an appropriation of net 
re replacement of current facilities will be income or earned surplus and should be 
ul at higher price levels which should be so treated. 
nt. provided for now. I can find no basis for “In a number of instances statements 
7 
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have been filed reflecting the use of novel 
inventory methods and involving a reserve 
for future losses. In one or two cases a 
major fault of the procedure was simply 
the failure to explain in the footnote that 
the purpose and effect of the reserve was 
to place the inventory on a LIFO basis. 
In the other cases most of the reserves 
were, in our judgment, surplus appropria- 
tions. As to these we have required that 
there be given a clear footnote explanation 
of this fact together, of course, with cor- 
responding statement treatment and a rep- 
resentation that the reserve ultimately will 
be returned to surplus. 

“In one fairly typical case the company 
explained its inventory reserve as repre- 
senting the amount by which the valuation 
of inventory quantities on hand at the 
beginning of the year was increased as a 
result of applyiitg the customary methods 
of pricing inventories (which was FIFO) 
at the end of the year, after giving con- 
sideration to the income tax effect. It 
stated that its intention was to charge the 
reserve wtih inventory losses (net of tax 
effect) that might result from possible 
future price declines. The provision had 
been included in cost of sales but the 
reserve was carried on the right-hand side 
ot the balance sheet. As amended, the 
reserve was shown as a deduction from 
the inventories and the footnote was 
changed. to state that the procedure had 
approximately the same effect as if LIFO 
had been used. 

“The question of inventory reserves 
against future price declines illustrates the 
inability of footnotes to deal with such 
inherent deficiencies as the lack of objective 
criteria and inconsistency of internal state- 
ment treatment as between the income 
provision and the reserve on the ,balance 
sheet, the principal difficulties we encounter 
with most reserves of this kind. In the 
early cases which we dealt with it was 
found that no amount of explanation that 
could or would be given as to the character 
and operation of the reserve satisfied the 
requirements of methods such as LIFO, 
FIFO, average cost, etc., having the char- 
acteristic of being systematic, objective and 
not subject to tinkering because of alleged 
special circumstances.” 


* * * 


Notes 


On October 10, 1947, the Commis- 
sion gave public notice of a proposal 
to revise its proxy rules under Section 
14(a) of the Securities Exchange Act 

1934, presumably in time to affect 
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next spring’s meetings. According to 
the announcement, an annual report is 
required to be sent under the proposed 
revision only in the case of annual 
meetings involving election of directors, 
Other proposed changes involve among 
other things the form of ballot; a re- 
quirement for filing supplementary or 
‘“‘educational” material; altered disclo- 
sures as to remuneration; and dealings 
with opposition groups or proposals. 
One proposal of special interest to 

accountants is the requirement of items 
9 and 10 which call for information as 
to bonus plans and as to pension and 
retirement plans, respectively. In each 
case the registrant is asked: 

“State the per-share cost of the pian 

to the common stockholders of the 

issuer for the last fiscal year of the 

issuer if the plan had been in effect.” 
This figure is to be given in addition 
to estimates of overall costs of the plan 
and it raises many serious questions. 
To begin with “cost” of a plan “to the 
common shareholders” is a difficult 
concept. Certainly it would have to be 
“after taxes.” More important since 
most plans for tax reasons now reach 
down into the ranks of production 
labor, ‘“‘cost” is a most elusive concept. 
If the plan is integrated with the wage 
and salary structure, or if it serves to 
ameliorate labor relations by avoiding 
contests or increasing efficiency (as 
most are designed to do) “cost per 
share” has no more or. less meaning 
than would total payrolls stated as so 
much per share of common stock. Fur- 
thermore, since it clearly invites com- 
parison with other customary per share 
figures such as earnings or dividends, 
it suggests strongly the invidious and 
erroneous conclusion that if the plan is 
not adopted earnings or dividends or 
both will be greater by an equal amount. 
It would be far more significant, if 
some unitary figure must be gotten, to 
relate the amounts to pay rolls and to 
say, for example, that the pension plan 
costs are expected to average 2% of 
gross payt rolls. 

There is an added difficulty when 

comparisons between companies are 


December 


194 


n 
Pp 
W 
th 
th 
th 
If 
de 
of 
th 
fo 
is 
It 
m: 
in 


Accounting at the S. E. C. 


made. A company with few common 
shares might find itself stating a $5 
per share “cost”, while its competitors 
with many common shares could state 
the cost as $.23 per share—even though 
the companies were of similar size and 
the payments made were exactly equal. 
If such plans are considered socially 
desirable, requirements such as these 
offer another and important obstacle to 
their wider use. 

One final point—items 9 and 10 call 
for considerable information if “action 
is to be taken with respect to” any plan. 
It would appear that the detailed infor- 
mation called for should not be required 
in respect of amendments to existing 


plans except to the extent material to 
the formation of an informed judgment 
as to the desirability of the proposed 
changes. It would scarcely be possible 
to visualize all the changes that might 
be proposed and draft special require- 
ments for each. However, a general 
section could be easily added providing 
that, where the action proposed in- 
volved a change in an existing plan, 
only such of the required data need 
be given as would be material in the 
circumstances. The administrative pro- 
cess of pre-examination and the natural 
caution of responsible registrants ought 


‘certainly to be adequate to avoid any 


misuse of such a permissive section. 


Buy U.S.Savings Bonds 
REGULARLY 


Ask where you ORK 


Ask where you BANK 
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The Taxpert 


By Lewis C.P.A. 


Taxpert’s Kindergarten 
W: ARE writing this on a Saturday 
afternoon when the radio has 
practically nothing to offer but broad- 
casts of football games which do not 
interest us. Yet so habituated are we 
to thinking taxes, that even that gives 
us an angle. Every football coach 
stresses the fundamentals, blocking, 
tackling and holding thegball. The team 
which observes those may not have an 
undefeated, untied season, but it will 
have a good one. Many tax men be- 
come careless about fundamentals — 
not for themselves as much as for their 
juniors. They become so interested 
in esoteric hair-splitting that they for- 
get that ground work has to be done 
also. Section 722 presents such a 
fascinating problem of scoring in the 
end zone with two minutes to play, that 
they fail to see that a guard is out of 
position, or the safety-man too close in. 
Take this example. Under the Fed- 
era! Old Age and Survivors Statute, 
the one percent withheld from the Em- 
ployee is denominated an income tax. 
Remedy in case of dispute may be had 
in the U. S. Tax Court. The one per- 
cent added by the Employer is called an 
excise tax, and remedy lies only in 
suing for refund in the District Court. 
Been there since 1935, vet a majority 
of public accountants recently quizzed 
by the writer were either unaware of it 
or had forgotten it. 


Lewis Gruick, C.P.A., has been 
a member of our Society since 1924. 
He is now engaged in practice in 
Long Beach, California. He is best 
known as the SHoOpTALKER, under 
which name he has been writing 
since 1928. 
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All right. That is an unusual in- 
stance. Let’s take something equally 
fundamental, but of more immediate 
practicality. Can all your staff men 
recognize any commonly used form by 
name, number and color? Which of 
your temporary men do you retain after 
April 1? The man whom you can tell 
to deliver a return to the Collector, and 
who does so correctly or the man who 
takes a Brooklyn client’s return to the 
Custom House, because he doesn’t know 
that the City of New York includes all 
or part of four revenue districts. 
Grounding in such elementals may 
mean the difference between a timely 
return and a lost client. Yet some ac- 
countants expect staff members to get 
such information out of the air. 


Or again, do you let a junior file 
your favorite tax services the minute 
it comes in? Do you assign a different 
junior to the job every two or three 
months, so that all the staff may be- 
come familiar with the way services 
are handled and citations made? Or are 
you like an accountant to whose office 
the writer was called last July? 


This man wanted advice on a certain 
Social Security Tax question. His 
shelves were stacked with two big tax 
services. The writer said, “I think the 
Blank case covers your point perfectly; 
let’s look at it”. And then came the pay- 
off. Nota replacement had been filed 
since April! The principal had them all 
in his office, on the plea that he “wanted 
to look them over before they were 
filed”. But he had not done so; and 
meanwhile his whole staff was deprived 
of the data therein contained. Over 27 
years’ experience has taught the writer 
that that man was not unique; not even 
rare. He wasn’t playing “dog-in-the- 
manger’’; just careless. 
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The value of a loose-leaf tax service 
lies in its speedy reporting. Practically 
everything in it ultimately comes out 
“officially” at a lower price. But who 
wants to wait six months or even six 
weeks, when he can get it in six days 
or less? The case the writer cited to 
his accountant-client was just two 
weeks old, and fitted like a glove. 

The good football coach scouts his 
opponents, or has them scouted. The 
Commissioner of Internal Revenue is 
a perpetual adversary—at least poten- 
tially. You go out on the golf links and 
practice till your muscles ache to beat 
old man Bogie. Yet you may be neglect- 
ing the scouting of that eternal bogie, 
taxes. 

Not a week ago, the writer met a 
New York C.P.A., now also practicing 
in California. He asked the writer, 
“Are vou still writing for publication ?” 


The writer replied, “Don’t you get the ~ 


New York Certified Public Accountant 
and Taxes out here?” “Oh, sure”, said 
the other, “but I just don’t have time to 
read them”. Well, it’s a pretty sad 
accountant who does not have spells 
when technical publications must be 
neglected. But it’s a sadly egotistical 
accountant who does not get to them 
for months at a time. Maybe a show, or 
a bridge game, or Dave Dodger’s latest 
novel 1s more attractive after a day at 
the office. The mind needs relaxation. 
But if you don’t know something about 
the latest in accounting literature, you 
are fooling no one but yourself, and 
you'll wonder later why this client or 
that one changed to another firm. It 
isn’t all a matter of unethical price- 
cutting. The other man may have 
known the answers better. 

Accounting is a science, even though 
an inexact one. It is alive, and expand- 
ing. You must keep track of its growth. 


And now, having sermonized thus 
far, let us give you a few case comments, 
not at all fundamental (and we'll try to 
give you a lot more soon). 

On September 30, Judge LeMire of 
the Tax Court handed down a mem- 
orandum decision in the case of Gross. 
(CCH Dec. 16053M) Technically it 
is unimportant. Its interest lies in the 
advances of large amount to an 
itinerant salesman. What? No farmer’s 
daughter! 

Got any insurance against medical 
expenses? Oh, you have got enough? 
That’s what you think. That’s what the 
writer thought up to August, too. Any- 
how, you should all read the case of 


Deming, 9TC No.-56. 


Got A Client Like This? 


“The internal operations of the S—— 
Mig. Co. (47-2 USTC 9371) were 
handled very informally. The com- 
pany acted somewhat as a bank for its 
stockholders. The wives never received 
notice of stockholders’ meetings, nor 
did they attend such meetings.” Court 


of Claims, Oct. 6, 1947. 


Attention: Readers Digest 


We noted with pleasure that the 
Sample Case, which is published in 
Columbus, Ohio, and has a circulation 
of over one hundred thousand, reprinted 
in its October issue our piece, “Traffic 
Toll and the Taxpayer.” We thank the 
Sample Case. But we'd like to get the 
idea over to a much greater number. 
See Tares, July, 1947, page 674. 


A Merry Christmas 
and 
A Happu New Uear! 


O*D 
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BOOK REVIEWS 


Farmers Income Tax, 


3y Samuel M. Monatt. ComMERCE 
CLEARING House, INc., Chicago, 
linois, 1947. 176 pages, $3.00. 


To the city-bred practitioner, more 
accustomed to machinery and fixtures 
than to heifers and colts, more familiar 
with “LIFO” than with the “unit-live- 
stock price” method, this book will 
give invaluable assistance. Faced with 
strange terminology and business prac- 
tices, sometimes sharply contrasted with 
the mercantile or industrial organiza- 
tion, the accountant may save much 
time by the proper use of this work as 
a means of orientation. 

Nor can the general practitioner com- 
pletely ignore farm accounting prob- 
lems. There are farmers, they say, even 
in Brooklyn. (This does not refer to 
the baseball variety.) Well-to-do clients 
often invest in farming operations and 
their interests must be served. 

The farmers may yield a new crop 
of taxpayers in need of professional 
accounting and tax service. For 1943 
there were 2,559,990 income tax returns 
filed by individuals alone which dis- 
closed farming operations. This was 
more than twice the number filed in 
1941. Of the 1943 returns indicating 
farm operations, 2,319,637 reflected a 
net profit. Data for later years is not 
available. However, the influx of vet- 
erans in new farms after demobilization 
and the continuing prosperity enjoyed 
by the farming class should at least pre- 
vent any decline in this volume of farm 
returns. 

A novel feature of Mr. Monatt’s book 
is its outline form of presentation. To 
the accountant accustomed to the com- 
plex language of the Code and regula- 
tions, this method of presentation is 
refreshing. This outline form presenta- 
tion should facilitate its usefulness for 
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the busy practitioner in finding the an 
swer to a specific problem. The outline 
form permits the reader to skip hur- 
riedly over the familiar and find the 
answer to something strange. Thus the 
practitioner with a general understand- 
ing of Federal taxation may be able to 
pass quickly through the discussion of 
the cash and accrual basis, but the sim- 
ple explanation of the crop basis at 
paragraph 184 may be highly informa- 
tive. He may not find it necessary to 
study the explanation of the valuation 
of inventory at the lower of cost or 
market. But he will be interested in the 
simple and clear explanation of the 
“farm price method,” the “unit-live- 
stock-price method” and the accom- 
panving illustrations of each. 

The section devoted to “Instructions 
and Explanations of Form 1040F” will 
assist the accountant unfamiliar with 
this form. The book first presents an 
entire Form 1040F illustrated with a 
voluminous hypothetical case, followed 
by a simple explanation, accompanied 
by cross-references to later sections of 
the book containing more detailed dis- 
cussions. Then the 1040F is broken 
down, schedule by schedule, for fuller 
discussion, 

The book is rounded out with a com- 
plete tax calendar, a profusion of sim- 
ple examples, an extensive check list, 
and discussion of the advantages and 
disadvantages of various alternate meth- 
ods of tax accounting. Separate sections 
are devoted to special situations, for 


‘example, problems of veterans and 


problems in buying and selling a farm. 
This is the first complete book on farm 
tax accounting that this reviewer has 
seen. It should be a valuable addition 
to any tax library. 


SipneyY I. Roperts 
New York, N. Y. 
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Bookkeeping—Introductory, 


by Ernest A. Zelliot and Walter E. 
Leidner. PRENTICE-HALL, INC., 
New York, 1947. 597 pages, $2.90. 

The authors planned a textbook spe- 
cifically for elementary bookkeeping 
courses, and their product provides 
students with a text that makes study- 
ing bookkeeping easy to take. It was 
written for studens on the high-school 
level, with particular attention given to 
the interests, aptitudes, and abilities of 
such students. 

The presentation of material is based 

previous learning, and it proceeds 
logically from one step to another. 
From the beginning, the student is 
taught to record each type of transac- 
tion in the correct journal, instead of 
first learning to record all transactions 
in a general journal and then discover- 
ing that such a procedure is not used in 
business. The teaching of ledger clos- 
ings for mercantile businesses is post- 
poned until the ledger closings of serv- 
ice businesses is understood. This is 
done so that the confusion which is 
associated with merchandise inventories 
may be avoided. 

Practice exercises are provided for 
in each chapter. Chapters are short, 
and are devoted to just one topic or a 
small group of related features. In addi- 
tion, there are three complete practice 
sets to illustrate the single proprietor- 
ship, the partnership, and the corpora- 
tion. Illustrations of business papers 
and forms appear throughout the text 
toaid in the understanding of the mate- 
tial. To aid the student in his develop- 
ment of the fundamental skills of busi- 
ness arithmetic and penmanship, a 
series of arithmetic aids and penman- 
ship pointers are presented. 

The authors have discarded tradi- 
tional procedures found in many book- 
keeping texts when such procedures 
lifer from those used in business. An 


example is the presentation of the cash 
receipts and cash payments journals as 
two distinct journals instead of as oppo- 
site pages in one book. The text also 
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has a discussion of old age benefit, sales, 
excise, and withholding taxes. 

The authors are guilty of an error of 
omission by failing to introduce and 
discuss a four, five or six column jour- 
nal, particularly for cash disbursements. 
E-very-day practice calls for columns in 
this journal for at least cash, discounts 
on purchases, old age benefit tax, with- 
holding tax, accounts payable and mis- 
cellaneous, and an opportunity to pre- 
sent them in this manner was entirely 
overlooked. Likewise, there is no dis- 
cussion of notes receivable discounted 
and other contingent liabilities. Illus- 
trations of ledger accounts, occasionally 
show dollar signs in the money columns. 
One illustration of a balance sheet does 
not show the date as of which it is 
prepared. 

The textbook under review should 
make a good textbook for students 
undertaking the study of bookkeeping. 
It is well written, easy to understand, 
and properly illustrated. 


STANLEY B. TuNiIcK 
The School of Business and Civic 
Administration, 
The City College of New York. 
Annual Reports to Stockholders, 


(Their Preparation and Interpreta- 
tion) by N. Loyall McLaren. Tne 


RONALD Press Company, New 
York, 1947. Pages: xiv + 364; 
$5.00. 


This work, written by an eminent 
practitioner who attained the double 
distinction of having served both as 
President of the California Society of 
C.P.A’s. and of the American Insti- 
tute of Accountants, undertakes “to 
consider the components of the annual 
report from cover to cover.” 

The first four chapters outline the 
historical development of annual re- 
ports and of the accounting profession, 
as well as the concepts involved in the 
basic financial accounting principles. 

Then follow ten chapters dealing 
with the three fundamental accounting 
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statements, viz, the balance sheet, the 
profit and loss statement, and the sur- 
plus analysis. 

Chapter 15 (Railroad and Public 
Utilities). and Chapter 16 (Wasting 
Assets Companies) treat of the report 
aspects of the accounting problems 
peculiar to these enterprises, while 
Chapter 17 deals with those involved in 
the presentation of consolidated state- 
ments. 

The next section of the book deals 
with Footnotes to Financial Statements 
(Chapter 18), the Auditor’s Certificate 
(19), Format and Arrangement (20) 
and Report Texts (21), all of which 
this reviewer found very interesting 
and informative. 

The concluding chapters—Financial 
Statement Analysis (22), Functions of 
the Board of Directors (23), Reporting 
Standards (24), together with a Glos- 
sary of Accounting Terms—round out 
the work. 

The annual reports. of sixty-four 
companies covering fiscal years ended 
in 1945, and selected for reporting tech- 
nique features which the author con- 
sidered noteworthy, provide a reason- 
ably complete cross-section of contem- 
porary reporting practices as the basis 
for discussion in the study. 


Case Studies in Auditing Procedure: 


No. 2—A Newspaper Publisher (34 
pages) ; No. 3—A Department Store 
(57 pages). Prepared by individual 
members of the Committee on Audit- 
ing Procedure of the American Insti- 
tute of Accountants to illustrate 
actual applications of auditing pro- 
cedures. Single copy price—50 cents ; 
25 per cent discount for quantity 
orders of 25 or more copies; spe- 
cial price of twenty-five cents per 
copy to accounting students enrolled 
in recognized colleges or schools. 
(Note: If delivery is to be made in 
New York City, add 2 percent for 
Sales Tax.) 


Trust Receipts—The Variations 
in Their Legal Status, 


3y George B. McGowan. Tz 

RoNALD PREss CoMPANy, Ney 

York, 1947. viii + 198 pages, $4.00 

Trust receipts have long been a my;- 
tery to the layman, to most lawyers and, 
to some extent, to the very people who 
have used them as a medium of credit 
extension. The mystery is due to the 
complexity of the legal relationships, 
the obtuseness of the statutes, and th 
lack of adequate literature on the sub- 
ject. Fortunately the last cause has been 
eliminated by Mr. McGowan’s excellent 
presentation, which Professor Llewe- 
lyn in a forward, soundly characterize 
as the answer for “any man who needs 
—or wants—to know his Trust Re 
ceipts”’. 

Mr. McGowan begins orienting tl: 
subject matter in the area of title reten- 
tion documents and as a part of the 
“apparent ownership” problem in th 
conduct of business. He then explain: 
the function of the trust receipt and dis 
cusses its origin and evolution. The 
bulk of his presentation centers on th: 
Uniform Trust Receipts Act and th 
various judicial interpretations of th 
statute. He concludes with an excelle: 
summary of the realities and the ms 
conceptions with respect to trust re 
ceipts. In the Appendix one fin 
forms, bibliography, table of cases, at 
the Uniform Act. 

The book is intelligently organize 
well written, and readily understan: 
able. As the author points out, the 
are opportunities for increased use: 
this financial device; his work shou. 
contribute greatly to expanded utili 
tion. No one with an interest in finan 
and security transactions can afford: 
be without a copy of this book. 


James L. Donk 


Columbia University 
New York, N. Y. 
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Book Reviews 


How Should Corporations be 
Taxed? 
Tax INstiTuTE, New York, 1947. 
251 pages, $4.00. 


The papers brought together in this 
book were presented in a_ two-day 
symposium conducted in December 
1946 by the Tax Institute. Discussion 
of the problem is grouped under such 
sub-topics as “Proposals for Reform- 
ing Corporate Income Taxes”, “De- 
tailed Aspects of Corporate Income 
Taxation”, and “Does the Present Tax 
System Discourage Business Enter- 
prise?”. The contributors include ac- 
countants, lawyers, economists, repre- 
sentatives of large corporations and of 
labor unions. The result is a study 
f all phases of the problem in which 
the approach is as diverse as the inter- 
ests represented by the speakers. The 
essential features of the many different 
plans for post-war taxation are sum- 
marized and discussed. Particular at- 
tention is given to the various proposals 
for eliminating the “double tax’’ on 
lividends, although the contributors do 


j not agree unanimously that corporate 


taxes and taxes on dividends are a 
duplication. There is no complete 
agreement on any aspect of the cor- 
porate tax problem or the direction 
which reform of the present tax struc- 
ture should take. There is, however, 
a great value in this symposium which 
is not supplied by any study, however 
detailed, representing a single point of 
view. It is the value which a silent 
listener gets from attending a dispute 
by experts. Somehow the issues are 
brought home to him more forcibly in 
this way. Needless to say, finding an 
answer to the question presented by 
this book will be one of the major con- 
cerns of Congress for the next few 
years. These collected papers will be 
very useful to the legislators in their 
search. They are recommended reading 
for the accountant whose desire for 
information about tax matters extends 
beyond the mere amount required to 
serve the immediate needs of his clients. 


VINCENT H. MALONEY 


Alvord & Alvord 
New York, N. Y. 
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